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Accounting Concepts in Australian Legislation 
By A. Ciuntes Ross, B.SC., F.1.C.A. 


(The second Commonwealth Institute Research Lecture, delivered at 
the University of Melbourne, September 3, 1941) 


My proposal, originally made some months ago, to say something 
about the relation between legislation and accounting turns out to be 
specially appropriate to this date because last week a public accountant, 
for twenty years a member of the Commonwealth Institute, became 
Prime Minister of the Commonwealth. Mr. Fadden’s appointment was 
possibly not due to his professional qualifications, but he will certainly 
bring to his new responsibilties—as he has brought in the past—a mind 
educated along other than the customary political lines. 

Mr. Fitzgerald, towards the end of his Inaugural Lecture last year, 
referred to “one particularly urgent need in Australia” as “research into 
the accounting methods of public business, as carried on by Government 
Departments, Boards, Commissions, Trusts and Local Government 
bodies.” He suggested that a thorough examination of the practices 
in dealing with depreciation of the properties controlled by these bodies 
would alone necessitate much research. I find myself providing a 
footnote to his suggestion. 

My main theme turns out to be a discussion of the occurrence of the 
concepts of capital and revenue in Australian legislation. My title 
possibly suggests reference to details of comparative legislation in 
Britain or the United States, but time does not permit anything more 
than the smaller objective. 

I am hopeful that even this will not be unworthy of the object for 
which this lectureship has been established. We have seen, during this 
century in particular, a history of social legislation undreamt of by our 
parents; at every stage of this development, more legislation has been 
passed and nearly every statute involves some reference to an account- 
ability for funds advanced from the public purse or for funds supplied 
by persons who cannot themselves supervise or control its use. 
Accordingly, we are bound to see, going along with such social changes, 
more and more dependence upon the figures prepared and the results 
recorded by professional accountants. I shall be making certain pleas 
for simplicity; this is the more to be desired, the more that people in 
general are affected by financial statements. Perhaps we accountants 
have to put our own house in order first, but, assuming we do this, 
legislation could well follow suit. 

Much of what I have to say will not be new to many of you. It is 
indeed hard to produce any original ideas on accounting concepts and 
an exhaustive research takes time which is hard to find in these days 
of war. Possibly I may remind you of some of the principles you have 
known in the past but have since overlooked. 
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Are we here “fiddling while Rome is burning”? I do not think so. 
This war is in very many respects different from the last, in fact from 
any previous conception of war. One respect is that many people are 
thinking hard about the post-war situation, and that is one way in 
which we older men can help. In the midst of our concentration on 
immediate problems, we can look forward. Looking forward must be 
based on an examination of where we are now. 


I. INTRODUCTION 
1. Definition 


Accounting has been defined as “the body of principles which operate 
in the formulation of designs to record financial transactions and in the 
analysis and interpretation of financial records.” If we accept this 
definition as distinguishing accounting from bookkeeping, we shall be 
concerned with principles rather than with methods of recording. The 
word “financial,” of course, limits our consideration to those statutes 
that involve monetary records. Many such records are reflections of 
dealings with goods or services and the translation of these into terms 
of money involves problems of the adequacy of money to represent 
them, or, more particularly, variations in them as between one period 
and another. Consideration of the purchasing power of money, however, 
is rather an economic than an accounting matter, so it will be left out 
of the present discussion. 

Even with these restrictions, the term “accounting concepts” is very 
wide and the subject could be taken to cover, in its relation to legislation, 
all statutes in which monetary figures are mentioned. These would 
include all that stipulate for records of collections and expenditure of 
money and could include even those that govern the manufacture and 
issue of money—both legal tender and bank credit. Inclusion of the 
word “concept” fortunately allows me to restrict myself to those statutes 
that involve the use of terms which the practical accountant is particularly 
concerned to interpret. 

A committee of three eminent American accountants has put it that 
“the distinction between capital and income which everyone recognises 
and the economist attempts to state with refined accuracy, is fundamental 
in accounting.” A philosopher could no doubt provide an argument 
whether the distinction itself or the ideas contained in the two words 
“capital” and “income” should be more correctly described as “concepts,” 
but I propose ,to use the two terms themselves as my basis. Most 
accountants would agree that the distinction between them is fundamental. 
even if not quite so easy to draw as everyday use of the terms would 
suggest. 

Income implies the fixing of a period to be taken as the basis of 
measurement ; it is accordingly necessary to divide the continuous trading 
of most enterprises into more or less arbitrary parts. Periods of twelve 
months are really arbitrary, as they have often little connection with the 
completion of transactions. A retail store may work on a seasonal 
basis, using alternate periods of seven and five months. This division 
carries with it two important, almost fundamental, features of any 
accounting system; that of deciding whether the periodic calculations of 
income shall be on a cash or accrual basis ; and that of making an estimate 
of the rate at which certain parts of capital shall be taken into account 
as representing the rate at which those parts of capital are used up. 


1. L. Goldbere, A Philosophy of Accounting, p. 24. 
2. Sanders. Hatfield & Moore, A Statenient of Accounting Principles. 
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The decision as between cash and accrual basis is made in different ways 
in different statutes, with a corresponding loss of accuracy, while allow- 
ances for depreciation—the amounts transferred from capital in the 
estimation of income—are sometimes completely ignored, again with loss 
of accuracy and even of reality. 


2. Capital and Income 


In their opening statement, quoted above, the three experts mention 
that economists attempt to define the distinction between capital and 
income with refined accuracy. When dealing with accounting concepts 
as they appear in legislation, and, more particularly as they appear in 
governmental accounts, we are on the borderline between accounting and 
economics. The latter deals with the phenomena of production, distribu- 
tion, and consumption within the nation as a whole; the former, with 
similar phenomena within the particular enterprise. 

It is not out of place to consider how economists treat the distinction, 
and I may refer to Adam Smith, called by some “The Father of Political 
Economy.” In 1776, Smith, in Book II of the Wealth of Nations, 
wrote: “When a man possesses a stock sufficient to maintain him for 
months or years, he naturally endeavours to derive a revenue from the 
greater part of it. His whole stock, therefore, is divided into two parts. 
That part which he expects is to afford him this revenue is called 
‘capital’.” The author then recognises as divisions of the general stock 
both of a country or society and of its inhabitants: (i) that required for 
immediate consumption, which “may yield a revenue to its proprietor, 
and thereby serve in the function of a capital to him” but “cannot yield 
any to the public”; (ii) fixed capital which “affords a revenue without 
changing masters’ (including in that of a country, somewhat strangely 
to our ears, “the acquired and useful abilities of all the inhabitants’) ; 
(iii) circulating capital, which corresponds closely to what is more 
commonly known now as current capital and which “affords a revenue 
only by changing masters.” Division (iii) includes money “by means of 
which all the other three (parts of the division: stock of provisions, 
raw materials, and finished work) are circulated and distributed.” 

Benham, in Economics (1938, p. 140) is not very far away from the 
“father.” In his opinion, “It is generally agreed that capital is a stock 
or fund existing at a given moment as opposed to income, which is a 
flow over time: so much per week or per year.” He admits difference 
of opinion between economists as to whether “capital” should include 
land, or consumers’ goods, in the hands of consumers or both, and gets 
over the difficulty by (i) treating land as separate because “it is such an 
important category of capital,” and (ii) referring to “producers’ capital” 
and “consumers’ capital.” 

Clearly, economists think of capital as a stock of tangible things and 
include money in the term in only a modified sense as being an assistant 
to that change of masters which is essential to the acquiring of revenue 
from capital. It is very easy for accountants to think of capital as an 
amount of money or at least to consider the total of the monetary labels 
on the assets side of a balance sheet as the capital of the concern, and 
the difference between that total and the monetary claims of outsiders 
as the capital of the proprietor. They, or some of them, adopt from the 
lawyers that curiously inverted term “money’s worth” as being descrip- 
tive of the realities of trading enterprise ! 

In Accounting Evolution to 1900, A. C. Littleton refers to the historical 
development of the concept : “Whereas wealth in antiquity was stagnant, 
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wealth employed in mediaeval trade became capital actively trying to 
reproduce itself.” He quotes Malcolm writing in 1718 as emphasising 
the distinction between the totality of proprietor capital and its con- 
stituent parts . . . “The Stock you are to look upon as the Root from 
which all other Accompts in the Book (so far as they are in the Owner’s 
Behoof) do flow . . . the State of Encrease or Loss Account .. . will 
shew . . . there may be a change of the State of the (capital) Stock as to 
its constituent parts, which is the effect of the various tossing this stock 
about in trade and the frequent changes that are made of one for 
another in that Course.” Littleton considers that the “manner of classify- 
ing financial facts and the method of analysing business transactions 
are merely the outward expressions of an inward purpose, namely, to 
distinguish clearly between capital and profit so that the objective of 
the business enterprise may be most directly effected—that is to say, 
accounting is the inward purpose of which bookkeeping is the outward 
expression.” 

As a final comment on the relation between the economic and the 
accounting concepts of capital, Littleton may be quoted again. He sum- 
marises (p. 25) the two views of a balance sheet: (i) “The antithesis of 
(a) positive and negative properties and (b) proprietorship”; and (ii) 
“The opposition of (a) capital kinds and (b) capital sources.” He here 
uses “proprietorship” in nearly the same sense as the “stock” of Adam 
Smith and the early bookkeepers ; he conceives of it as the total positive 
properties (or the totality of the assets) minus negative properties or 
liabilities—both of course stated in money terms. “Capital” is in the 
second view a stock or fund used in the enterprise and divided into its 
classes on one side and on the other into the sources whence it was 
derived—outside creditors or the proprietor. I propose to replace the 
traditional terms “assets side” and “liabilities side” of a balance sheet 
by “list of kinds” and “list of sources.” 

It may be pointed out that an absolutely correct figure for profit or 
loss is not known until the whole undertaking is wound up and all assets 
converted into money. The enterprise begins with a certain amount of 
capital, stated in terms of money; the proprietor draws out certain 
amounts (and may add others during the history) and, at the end, 
another amount of money is left. The difference between the two 
amounts, corrected for drawings or additions, is the total profit or loss. 
This figure, divided by the number of years in the life of the enterprise, 
gives the average annual profit or loss incurred over what may be a 
long period; he wants to discover a figure for profit or loss at much 
shorter intervals—hence many of the practical troubles. 


3. Statutes 

When we consider what are the statutes in which monetary matters 
are mentioned, other than those which provide more or less simple rules 
for the making of records, we shall find that the fundamental distinction 
discussed above is at the bottom of most of their difficulties of expression 
and of application in practice. The main statutes involving our concepts 
are among the most important of all:— 

(a) To mention first those which deal with the largest amounts, Loan 
and Appropriation Acts attempt to distinguish between two main 
types of object and two corresponding types of source. Going 

with these are the Audit Acts, which aim not only at seeing that 
all funds are correctly accounted for mathematically, but at the 
maintenance of the distinctions. 
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(b) Closely connected with those are the Local Government Acts with 
their rules as to the uses to which the annual rates may be put 
and as to borrowing powers for permanent improvements. The 
assessment of rates also includes calculations based on the two 
concepts, in the form of capital values and rental values. Rules 
have to be provided for the guidance of official valuers, either in 
the Acts themselves or in ancillary statutes. 


(c) The very name Income Tax Act suggests a distinction between 

what is and what is not income. In fact, it is not too much to 
say that most of each Assessment or Management Act is taken 
up with an endeavour to define income in such a way as to apply 
it with reasonable consistency to all the different types of source. 
As a result, the “refined accuracy” of the economist mentioned 
above is simple in comparison. It remains one of the most 
unsatisfactory points of contact between government and people 
that the literature dealing with income taxation is already complex 
and tremendously voluminous and grows every day ; every techni- 
cal accountancy journal devotes a special section of each number 
to this subject. 
A more specific adoption of a distinction between capital and 
income found a place in the Queensland Act some years ago and 
has recently made its appearance in the Commonwealth War Time 
(Companies) Tax Act. 

(d) Every Companies Act mentions capital and profits in a number 
of places and, more or less unconsciously, strives to compel 
managers and members to follow the “axiom of economics that the 
maintenance of invested capital is a pre-requisite to the showing 
of profit, that a business enterprise must deduct from its gross 
revenue for any given period of time the amount of all assets 
consumed and all values expired in the earning of the income 
before a figure of net income or net loss for the period can be 
determined.” 

(e) At first sight, Land Tax Acts which base their assessments on 
capital values do not seem to make much reference to the distinc- 
tion between capital and income, but, since valuations have, in 
the majority of cases, to be based, not upon any actual sale figure, 
but upon a capitalisation of expected revenue or income at some 
more or less arbitrary rate, the basic distinction does once more 
make its appearance. 


(f{) The Bankruptcy Act goes to considerable trouble to define 
capital in the sense that it sets out rules as to what is to be 
included in assets available for distribution among creditors. 


(g) Acts dealing with the transmission of deceased estates and, in 
particular, those fixing capital values for the calculation of 
Estate or Succession Duties provide rules for separating corpus 
and income; here capital takes on a special name which has 
always seemed to me somewhat gruesome. 


(h) There remains the large group of statutes that establish, under 
the control of semi-governmental bodies, public utilities such 
as water supply and harbour works. These all require with 
varying degrees of exactness the keeping of accounts very 
similar to those of a private trading enterprise. 


a. Principles of Public Utility Depreciation, quoted in Gilman, Accounting Concepts 
‘oft. 
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4. Audit as a Concept 

Included in many of the statutes referred to are provisions for audit 
either by a government official or by a person with recognised quali- 
fications. The work of auditors has come to be almost an additional 
“accounting concept”; it implies not only that those who are actively 
engaged in recording events by means of monetary labels are liable to 
make mistakes (sometimes intentional or due to wishful thinking), but 
also that, since auditors deal with many types of financial activity, they 
are more likely to keep in mind the true application of fundamental 
concepts and principles. 


II. GovERNMENT ACCOUNTS 
1. Loans v. Revenue 


No government attempts to define by a general rule the classes of 
object on which moneys derived from the two principal sources—Loans 
and Revenue—may be expended. Methods of accounting are described 
with varying degrees of exactness and detail in the respective Audit Acts. 
These mention different “funds” but it is in Loan and Appropriation 
Acts that the legislatures say how funds are to be applied and then with- 
out great detail: Ministers, inspired or directed by permanent officials, 
are to carry general intentions into effect. “In a general way, it is con- 
sidered that major capital works are carried out from loan moneys and 
that Revenue expenditure is made from the current collections lodged 
to the credit of Consolidated Revenue Account. The source from which 
the funds are derived is, however, no true test as to the nature of the 
expenditure.” 

Section 55 of the Commonwealth Audit Act provides that : 

“1. A separate account shall be kept at the Treasury of all moneys 
which shall have been raised by way of loan upon the public credit 
of the Commonwealth Public Account. 

“2. Such account shall be called ‘The Loan Fund’ and shall be kept 
under such headings as are specified in the several Loan Acts 
under the authority whereof the moneys were raised.” 

Section 57 adds that no moneys in the Loan Fund may be expended 
“except under the authority of an Act” and “such Act shall show the 
nature and amount of the proposed work or other object of the proposed 
expenditure.” — 

The words “other object” support Barton’s statement; they contem- 
plate the possibility that loan funds shall not be exclusively expended on 
“works” ; certain States have more than once raised loans for the purpose 
of “funding” revenue deficits; and revenue funds are often used for 
objects which could reasonably be included among “‘works.”” The manner 
in which the last quotation from the Audit Act is obeyed can be seen 
from the schedules attached to Federal Loan Acts. For instance, No. 45 
of 1937, authorising the borrowing of £2,500,000, mentions eleven head- 
ings for purposes under the control of the Department of Defence; 
No. 34 of 1938, for £22,630,000 added to defence objects, some under 
the control of the Postmaster-General, such as telephone exchanges and 
national broadcasting; No. 45 finds it unnecessary (or unwise) to be 
more specific than that the £20,000,000 “may be issued and expended 
for war purposes.” 

It is clear that the main preoccupation of the legislatures in applying 
controls to expenditure has been maintenance of the principle that 


4. Barton, Public Finance and Accounts, Proceedings Aust. Congress on Accounting. 
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moneys, whether derived from revenue or from loans, shall not be 
expended without parliamentary sanction. The main provisions of the 
Audit Acts employ this principle. It is outside my scope here to discuss 
the fact that the auditor-generals’ annual reports, with at times pointed 
references to breaches of this principle, are treated with scant considera- 
tion by the legislatures.5 


2. Treasurer's Statements 

The Federal Treasurer’s Statement of Receipts and Expenditure may 
be examined to find to what extent he has followed accounting principles 
in his final annual summaries. The first account in it looks deceptively 
like a balance sheet, as it is in fact a statement of balances, and the two 
sides, labelled debtor and creditor, are equal in total. Inspection shows 
that the statement really says very little; it merely divides certain totals, 
appearing on one side, between a number of headings appearing on the 
other. Some definite debtors are, however, shown. For instance, the 
White Star Line still owes nearly half a million pounds—an amount that 
is nearly due to be written off as a bad debt (but writing off in govern- 
ment accounts can only reduce surpluses or increase deficits). 

This disclosure of debtors appears to be a departure from the general 
tule that each year’s cash receipts and expenditure shall form a complete 
statement without outstandings.® 

The Statement of Balances further shows that at June 30, 1940, 
advances to Superannuation Board plus Trust Fund Investments plus 
Cash Balances equalled Consolidated Revenue Fund plus Loan Fund 
plus Trust Fund. This equality indicated that Consolidated Revenue 
leaned “temporarily” on Loans for over £15:5 million and that about 
two-thirds of the Trust Fund (that useful assistant of the hard-pressed 
Treasurer) was invested while the rest was mixed with the balance of 
loans in a number of Cash Accounts. It is to be presumed that the dis- 
closure of these facts and their acceptance by the Auditor-General’ is an 
adequate excuse for expedients that would in a trading concern be open to 
censure by an auditor and to suspicion by interested parties. In passing, it 
may be mentioned that, up to the time when our governments began to be 
traders on a more or less large scale, there were only three funds: 
Consolidated Revenue, Trust (which lived up to its name), and Loan. 
At that stage, as Professor Bland puts it in Budget Control, “If this 
trinity was not exactly a unity, at least it was not ‘three incomprehen- 
sibles’.” But to-day there is much that is incomprehensible in the multi- 
plicity of government funds, some of which do not appear in the 
Treasurer’s statements. 

At a later point in the Federal Treasurer’s volume of figures we 
find a summary of Consolidated Revenue under headings “Expenditure” 
and “Revenue”; this also has two sides agreeing in total to a penny. 
Comparing the two sides, “Departments and Services” apparently show 
a surplus of £19-5m., and “Business Undertakings” one of £285,000. 
Concealed in this last figure is, as shown by later details, a Post Office 
surplus of £1:3m., offset by a Railway deficit of £1-Om. The balance 
was made up of Payments to States, £15-7m., cost of Territories, 
£1‘5m., and Relief to Primary Producers, £2:5m. Incidentally, the 
Post Office surplus was arrived at after paying £1:3m. out of revenue 
for new works. The statement appears to mean that every penny of 


5. The Commonwealth Institute of Accountants has appointed committees to examine 
the report of the Auditor-General in each State and to comment upon any of its suggestions 
that appear to be important. 

6. See (e.g.) Federal Audit Act, Sec. 36, and Victorian Audit Act, Sec. 36. 


7. See, however, comment on the duties of the Auditor-General below. 
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revenue was spent and that just enough was received to meet require- 
ments. It does not, of course, mean anything of the sort, as the surplus 
for the year was announced as £2,928,000. 

This last figure was arrived at after combining with cash balance in 
regard to certain revenue the results of trading departments. The 
Postmaster-General, for instance, does present statements that include 
profit and loss accounts and a balance sheet very similar to those of 
private enterprises. The former disclosed a surplus for 1939-40 of 
£34m.—quite different from the cash balance referred to above. A 
reconciliation would appear to be called for. 

The P.M.G.’s balance sheet provides on the kinds side a figure for 
fixed assets—at cost less dismantled assets, depreciation written off, and 
assets transferred; and current assets—including cash balances, stores, 
sundry debtors, and “the Treasury” for such things as telephone rents. 
The assets have been derived from “capital” advanced by the Treasury, 
creditors such as Rents Paid in Advance, Fire Insurance Reserve, and 
the Treasury again. 

The “Provision for Depreciation” is said to be a book entry only, 
created “to equalise charges to Working Expenditure.” Though it is 
not correlated with an original cost or with any agreed rates of 
depreciation, its existence indicates a departure from the cash basis of 
other governmental accounts—which is also shown by the occurrence of 
debtors and rents in advance on the balance sheet. 

It seems, then, that the figure announced for surplus or deficit in any 
year is largely arbitrary. Not only is it affected by the combination of 
a cash system with an accrual basis for trading enterprises but the 
actual proportion of revenue received and of debts paid at the balancing 
date may have little relation to the amounts really due in either direction 
in respect of the year under review. Lastly, extensions and new fixed 
assets may be financed from revenue. 

The Federal Audit Act, however, requires that the “Minister of each 
department shall transmit to the Treasurer a statement of all claims 
outstanding”; this would enable the latter to produce a more definite 
figure. On the revenue side, the Commissioner of Taxation publishes 
an annual report which contains figures for taxes outstanding at June 
30 in each of four years. For the years to 1940, Income Tax due but 
not paid was fairly constant at about £3m.; Estate Duty varied between 
£130,000 and £350,000; Sales Tax stood at about £125,000; while Land 
Tax fell from £300,000 to £177,000. These figures could also be 
incorporated as they are at least approximate. Steadiness in them means 
that cash surplus or deficit is not very different from a figure that 
included them. It will be interesting to discover the corresponding 
figure in Income Tax figures at June 30, 1941; it is likely to be very 
different from that for the preceding year! 


3. Auditor-General’s Duties 


It may be noted that the Auditor-General is not required, as is the 
auditor of a company, to report that the financial statements correctly 
exhibit the position of the funds. The Treasurer has the responsibility 
of preparing a “full and particular statement” in detail; in theory, he 
knows all about all the accounts! The Auditor-General has only to 
make a report “showing in what particulars such statement agrees with 
or differs from the accounts of the Treasurer.” It is apparently intended 
that Parliament itself will devote some time to analysing the results and 
discovering any secrets hidden in the figures presented. 
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From what has been said, the limitation of the Auditor-General’s 
responsibility is probably reasonable as things are, but his advice might 
be sought as to how far the approved system does lead to a meaningful 
result. The system could be made to comply more closely with 
accounting ideals as they are expressed in the statements of well managed 
private enterprises not organised for profit—such as the Victorian 
Racing Club. Even if this were done in respect of revenue income and 
outgo, a similar change in respect of the supporting document, the 
balance sheet, would be somewhat difficult of attainment. 


4. National Balance Sheet 


This term has been applied to an estimate of the total value of goods 
and services produced in a country analysed into its different kinds 
and faced by an estimate of the different sources. It is used here, 
however, in the sense of a statement of assets owned and faced by an 
indication in figures as to their sources. It turns out to be practically 
impossible of compilation. In the first place, any permanent assets paid 
for out of revenue have vanished so far as past years are concerned. 
In the second, great sums are expended on intangible assets—who is to 
say what is the asset acquired in exchange for war expenditure? It is 
certainly not the guns and shells and uniforms. 

We can get some figures from the Treasurer’s statements of public 
debt. At June 30, 1940, there was outstanding £264m. in respect of 
world war No. 1 and £53m. for world war No. 2. But the first figure 
was not, of course, the total amount spent by Australians on the first 
war : large amounts were obtained out of revenue at the time and others 
have been paid off since. (Was interest due to the British Government 
and never paid a part of the cost?) The second figure was a mild 
indication of costs to come. -These two figures totalled £317m.; the 
amount outstanding for Works and Other Purposes was £119m., 
explained to be for Works £90m. and Other Purposes £19m. The 
remaining £9m. is probably somewhere in the statements of that or 
earlier years. Some kind of asset could be assigned to the £90m., but 
the only thing at debit for the £317m. would be, to put a name on it, 
“Freedom to Live One’s Own Life.” 

We are told that the three sources from which the “money” necessary 
to win the war can be obtained are taxation, loans, and expansion of 
Central Bank credit. Even if we rewrite the phrase “to win the war” 
as “to divert resources from peace time to war time objectives” (which 
is a more accurate way of putting it), it would be a salutary exercise 
to try to discover, by means of something like a balance sheet, how much 
is or will be derived from the three sources. 

The balance sheet when drawn up would be somewhat fanciful but 
would not be useless. We should know what freedom had cost us and 
also what we had actually contributed towards the governmental fixed 
assets we use. Possibly the figures would be so large that they would 
have little significance to most of us—to whom £50 is a fairly substantial 
sum. As things are, we remain content to spend the money and look 
only at the “current position.” The reference to the balance sheet 
above as the supporting document of the profit and loss account was 
not a misprint; the latter is, in a trading enterprise, really the more 
important document of the two. So in governmental accounts, the 
revenue position is the more important—and it should be possible to 
attain more reality with it than present methods produce. 
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III. Locat GovERNMENT ACTS 


1. Occurrence of Concepts 


Acts dealing with the activities of local government bodies are known 
by various names but are all affected by our fundamental concepts in 
three ways: the basis of assessment of rates; the uses to which revenue 
and loan moneys may be put; and rules for conduct of trading 
enterprises. 


2. Basis of Rates 

The Acts in their sections fixing the basis of calculation of rates 
vary among themselves according as that basis is a capital value 
(“unimproved,” “improved,” or “ratable”) or an income—derivable 
value (“assessed annual,” “net annual,” or “annual rental”) or an option 
on the part of individual councils to use either. 

The lack of uniformity is unfortunate. It should be possible to decide 
whether capital or income is the more satisfactory measure of the 
capacity or duty of an owner to contribute to the improvement or upkeep 
of the area in which his land is situated. Both bases are open to the 
objection that the figures are “notional”: capital values are amounts 
the fee simple might be expected to realise; income values the rental at 
which the land would reasonably be expected to be let. Actual sales 
may not take place for years; property justly ratable may not produce 
any money income to its owner. 

From the point of view of the owner of an enterprise, the land he 
acquires is part of his capital in practically the same way as the 
buildings and plant he places on it. He is not concerned with the fact 
that its price is dependent not upon cost, as is that of other assets, but 
upon situation relative to centres of population and to means of 
communication. He expects to obtain a return on that. part of his 
capital represented by the price of his land as upon other parts and, if 
questioned, would no doubt say that the price part was the capitalisation 
at some more-or-less arbitrary rate of the part of his return which is 
dependent upon situation. To him the lack of uniformity as between 
States or municipalities is of little importance; rates are expenses of 
obtaining facilities for trade. 

The arbitrary rate mentioned above is tacitly assumed by some States 
to be about 5% as that figure is mentioned as the minimum ratio of 
rental value to improved capital value. The Commonwealth Statistician 
summarises these ‘two values as provided by the States. Taking the 
metropolitan areas only: in New South Wales, annual value is about 
6°5% of improved capital value ; the figure in the other States (excluding 
Queensland, which shows only unimproved values) is about 5%. This 
suggests that uniformity would be attainable without great difficulty. 


3. Revenue and Loan Funds 

Definitions of the objectives on which funds from the different 
sources may be applied are not always very clear. Take the New South 
Wales Act as an example: general funds from general rates are usable 
inter alia for “any general purpose”; this is “a lawful purpose under 
this Act in respect of which income is not chargeable to any fund other 
than the general fund’”’—an interesting example of definition in a circle. 

If a council’s operations were considered to be those of a society not 
organised for profit, it would be expected that any moneys expended 
on fixed assets (in its case, roads, bridges, and other permanent improve- 
ments) would be so labelled and appear on a balance sheet—offset on the 
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sources side by some figure in (e.g.) “accumulated funds.” Any 
amounts raised by loan and spent on specified permanent assets would 
also appear on both sides of a balance sheet. As the loans were repaid 
out of revenue, corresponding additions would be made to accumulated 
funds. 

As things are, most of the permanent assets find no place in balance 
sheets—having been paid for either out of rates and written off to 
“revenue” or having been paid for out of loans which in their turn were 
so written off. 

There is no really essential difference between the operations of a 
council and those of an enterprise not for profit, and the disappearance 
of capital items raises the question: Is the customary council system of 
accounting or that of the enterprise the better? This is taken up later 
below. 


4. Trading Funds 

The principle behind trading undertakings is that “the council shall 
endeavour to conduct them that, without any loss being incurred, the 
service, product, or commodity of the undertaking shall be supplied 
to the consumer as cheaply as possible” (N.S.W. Act, Section 4 (a) ). 
Such a principle clearly calls for a profit and loss account and something 
like a costing system. It also implies a distinction between capital and 
revenue receipts quite separate from the vagueness of the rules about 
non-trading funds. 

The N.S.W. Act is specific as to what may be charged respectively 
to “income,” “net income,” and “capital.” These are closely in line 
with “commercial principles” (stated to be the guide) but promotion 
expenses can come out of income and reserves for fluctuations in 
business or for expenses out of net income. This last permission appears 
to contradict the rule about low prices. 


5. Auditor’s Duties 


The duties of an auditor of local government accounts are, in N.S.W. 
at least, much more definite than those of the Auditor-General ; not only 
must he (Sec. 210), “after using due care, skill, and diligence,” certify 
whether the statements are “full and fair statements, drawn up so as 
to exhibit a full and true view of the council’s affairs,” but must report 
in detail certain matters connected with his check and, in particular, give 
his opinion of the adequacy of provisions for repayments and of the 
fair statement of the value of assets, so far as he can judge. But, 
fortunately for the auditor perhaps, “assets” as used here does not 
mean roads, bridges, etc——in other words, much of what one could 
think of as fixed capital of the council. The accepted form of statement 
includes only plant and buildings. To put the position of the roads, etc., 
in accounting terms, we could say that they have been reduced to a 
nominal value. Should the same thing be done with fixed assets in a 
trading enterprise? The suggestion is touched upon later. 


(To be continued) 
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The Law and the Underprivileged 


(A resumé of an address delivered by the Hon. C. E. Martin, M.&c., 
LL.B., M.L.A., Attorney-General of the State of New South Wales, 
to the Commonwealth Institute of Accountants, N.S.W. Division.) 


Of all social reforms, I regard none as more important than that the 
administration of justice should be improved. We must see that the 
poor man will have as equal an opportunity in litigation as the rich man, 
and under present conditions, ashamed of it though we may well be, 
this is not the fact. 

As in other fields, so in the field of law, the social structure is and 
always has been so weighted that the poor are at a disadvantage when 
opposed by the wealthy and powerful. Law in New South Wales is 
still the law of the jungle—the survival of the strong. 

Bad though the position has always been, the ever-increasing compli- 
cations of life are making it daily worse. Criticism upon criticism has 
been levelled at the system of “justice,” yet the great mass ui the people 
who think have been too busy about their individual affairs to appreciate 
the stark (and perhaps unpleasant) fact that justice has become com- 
pletely beyond the reach of a large proportion of the populace. 

We cannot confine ourselves to criticism much longer; it is time to 
set our house in order. 

In that famous document, Magna Carta, there appears a magnificent 
sentence : 

“To no one will we sell, ta no one will we refuse or delay, right 
or justice.” 

This is a splendid sentiment, but when closely examined it will be 
seen to be rather an idealistic expression than an actuality. 

Although a step in the right direction, Magna Carta did not signify 
or inaugurate an era of freedom of justice; in fact, freedom or justice is 
by no means yet achieved. 

One essential of justice is that it be speedy; another that it should be 
inexpensive; while a third, I am sure you will agree, is that the poor 
man should have as equal an opportunity in litigation as the rich man. 
None of these requirements is fulfilled in this, the twentieth century. 

The equality of all men before the law is a proud boast of British 
jurisprudence, but it is no more than a boast when justice is withheld 
from thousands bécause they are unable to pay for it. Through ignorance 
of their rights or their inability to pay the charges which are a condition 
precedent to the pursuit of justice in the courts, many people are 
constantly denied that equal administration of the laws and the justice, 
that is supposed, logically, to follow it. 

Some attempt must be made to render litigation a practical remedy 
for the enforcement of undoubted rights, no matter by whom those 
rights may be possessed ; some attempt must be made to implement our 
noble concepts of justice. To this task I am devoting every atom of 
zeal and energy that I possess. 

At this critical time, when the nation is fighting for democracy and 
for the retention of those rights and privileges which we associate with 
democracy, it is, I submit, urgent that we should set about giving real 
effect to those principles and ideals which we hope to find in the “New 
Order.” It is my view that some instalment of the “New Order” should 
be brought in immediately, as a manifest of our intentions to give more 
than lip service to this phrase. 
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In facing the work of legal reform, let me say that I am more than 
conscious of the difficulties confronting me. They are many. There is 
not only the resistance arising from the conservatism of the Society 
in which we live, but there is also the innate complexity of the problem 
itself. For it must not be thought that legal reform is easy. It is not. 
To cut through the tangled growth of archaic and obsolete statutes and 
forms, an axe is not sufficient. There must be a careful examination of 
the ground and a skilful planning of the method of attack. 

However, a start must be made. Too long in this State has an apathetic 
complacence been exhibited in regard to this matter. 

Let me give you an example of the reforms that I hope to effect. On 
the criminal side, very soon after taking office, it was my privilege to 
initiate what I believe to be a great advance in the administration of 
criminal jurisprudence in this State. I refer to the appointment of the 
Public Defender. 

In considering this subject, it is necessary to appreciate that the 
function of a criminal trial is to elicit the truth by scientific method, 
rather than to secure the conviction or acquittal of an individual. In 
order to achieve this, all the facts and relevant law should be placed 
before the judge and jury. 

As long ago as 1926, a committee in England, under the chairman- 
ship of Mr. Justice Finlay, as he then was, recommended vital extensions 
to the scope of legal aid to accused persons. These were implemented 
in England in 1930 and 1933. 

Queensland has had a Public Defender for 24 years, and many 
American States have had them since before the last war. The system is 
no longer experimental—it has been proved in practice. 

You will then appreciate that the appointment in New South Wales 
of a Public Defender is a step in the right direction and already there 
has been marked approval of this reform. As time goes on and 
experience of the system is obtained, it is hoped to extend his activities 
to cover at least the field covered in England. However, there will be 
no slavish copying as, to my mind, even the new English machinery is 
not adequate to the community’s demands. When the time here is ripe 
a streamlined system will be ready. 

Before I pass from this topic, let me say this. I do not wish to be 
misunderstood and taken as suggesting that every accused person should 
have a defence at the taxpayer’s expense. What is intended is that lack 
of means shall in no case stand in the way of any person, who is without 
the means of providing for his defence and who is not a member of the 
criminal classes, having an adequate and effective representation. 

Now let me turn to the question of aid to poor persons in civil matters. 
Hitherto, in New South Wales, so far as civil litigation is concerned, 
legal assistance has been given on a very restricted scale. After examining 
carefully the system in vogue, it did seem to me that it failed dismally to 
serve any very worthwhile purpose. 

The Legal Aid Office is supposed to ensure that people without means 
are enabled to assert and preserve their rights, but, in many cases it 
leaves them, not with a feeling of satisfaction and gratitude, but with 
an additional grievance against the law. This is not a criticism of the 
very worthy officers who constitute the staff of that Office, but is a 
deliberate attack upon the present Act and the restricted manner in 
which it has been administered. 

If a “poor, person”—as he is dubbed by the Act—wishes to proceed 
in the District Court, this is what happens: 

Knowing of the existence of “legal aid,” or, perchance, hearing of it, 
he hastens to the Legal Aid Office. Quite a logical thing to do, you will 
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agree. After waiting his turn to be interviewed, he is told: “Oh, no! 
you must see the Registrar of the District Court.” Somewhat baffled, 
he makes his way through the labyrinth that passes under the name of 
the District Court and ultimately locates the Registrar. Here he fills in 
a variety of forms and makes a statutory declaration that he is not 
worth £50, apart from necessary clothing and the subject-matter of the 
action. This done, he is dismissed with an intimation that everything 
he has signed will be returned to the Legal Aid Office, and that he will 
be contacted further from there. 

The Legal Aid Office, in investigating the matter, may require our 
friend again to journey to the city and bring witnesses with him. If 
doubtful points of law are involved the whole matter may be referred 
to counsel for opinion. When this is received, back goes the application 
to the District Court with a recommendation from the Legal Aid Office! 

At this stage the Registrar lays the case before a judge. His Honour 
may require further information. In that event back it goes to the Legal 
Aid Office and perhaps to counsel for further opinion. When the return 
route is again traversed, His Honour grants or refuses the application. 

Just what time all this has taken I leave to your imagination! 

Time will not permit my making the detailed criticism that can justi- 
fiably be made of this system. Sufficient it is to say that it is slow, 
cumbrous and inefficient; and that only those are eligible who are 
virtually paupers. 

It is my intention to have legal aid revitalized in New South Wales. 
Rather, I hope to vitalize it. Among other things the existing “means 
test” based on a £50 property qualification will be greatly widened, and 
the general standard of the legal aid provided will be improved. What 
is most important, the whole tone of its administration will be raised. 

I am determined to revise and remodel the existing system completely 
so that it will accord with the highest concepts of justice. 





Costing and the Petrol Distribution Problem 
By S. THORPE 


(A Lecturette to the N.S.W. Division of the Australasian Institute of 
Cost Accountants) 


Costing problems relating to the petrol distribution industry in 
Australia are unlike the every day accepted type of costing, mainly because 
the goods themselves are not improved by process, but are merely con- 
tinually broken down from larger to smaller quantities as outlined in the 
methods of distribution which follow: 

Firstly, let me explain that prior to the petrol being pumped into the 
consumer’s tanks, world wide organisation must be maintained to effect 
this continuity of supply. 

The steps in petrol distribution are briefly as follows: Exploration, 
Well Sinking, Refining, Shipping, Land Distribution and Retail Dispens- 
ing. I will briefly touch on these subjects in order to give you an idea 
of the vast nature of the industry. 

Exploration: Exploration is carried out by specialists mainly after 
geological survey, and these days extensive aerial photography of 
prospective oil areas is undertaken. Once the field has been proved to be 
oil bearing, the task of well-sinking becomes necessary. 

Well Sinking: When I tell you that in some fields the wells have been 
sunk to a depth of 20,000 ft. or 4 miles below the earth’s surface, you 
will appreciate the immensity of the task before these organisations. 
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Refining: Following the actual production of oil, after the well has 
commenced to flow, it becomes necessary to forward the crude oil to 
the refinery. This is usually effected by a series of large pipe lines 
similar to water mains. The refining operations are necessarily exten- 
sive and, over a period of years, the most desirable products, because 
of the demand, have changed considerably. Originally lighting kerosene 
was the main product, and at that time petrol was the unwanted by- 
product. In fact, in many areas the petrol was destroyed by fire as 
a means of getting rid of this unnecessary and unwanted by-product. 
With the development of the internal combustion engine, petrol became 
the main product and other products subsidiary thereto. 

Improvements have been made in the refining process to enable a 
greater quantity of petrol to be extracted. 

Following the distillation or cracking of petrol, the refining proceeds 
as follows: Power Kerosene, Lighting Kerosene, Diesel and Furnace 
Fuel and Lubricating Oils, Bitumens, Wax and many other by-products. 

The costs of exploration and well sinking are frequently wholly lost, 
because the well does not prove to be oil producing. Therefore, when 
the refining stage is reached in costing, allowance has to be made for the 
cost of successful and unsuccessful exploration and well sinking and the 
actual refining process. 

Shipping and Costs: Originally petrol was distributed throughout the 
world in tins and cases and later in drums. In more recent years the bulk 
tanker type of ship has been developed and is now used almost exclusively 
for the distribution of petrol from refining centres. 

During war time with shipping losses and the necessity of convoys, 
tankers became a much sought for section of shipping. Tankers are 
usually operated by leading oil companies on the basis of time charter, 
and the costing relating to this phase is as under: 

When a tanker is operating under a time charter, payment for the 
voyage is made on a daily basis.. In addition to this daily hire payment, 
payment must be made for the bunkers consumed, the amount of marine 
and war risk insurance on the hull and cargo and the freight. All of 
these costs involve exchange conversion from many currencies to 
Australian currency. 

There are also port, pilotage and lighterage charges to be paid in 
addition to the cost of wharves, docks and many other items more 
particularly relating to shipping. 

These expenses when totalled are divided by the cargo shipped on a 
tonnage basis. As the specific gravity of petrol, power and lighting 
kerosenes vary, it necessarily follows that the freight to be charged per 
gallon will differ considerably. 

Main Port Terminals and Cost at Coastal Points: On arrival in 
Australia, the petrol is pumped irtto steel storage tanks, varying in size 
from 200,000 to 2,000,000 gallons. 

Petrol is usually purchased on a cost price in U.S. cents per U.S.A. 
gallon. These, of course, require conversion to sterling and Imperial 
gallons. 

Temperature is also a factor in buying and selling petrol, as the bulk 
or cubic capacity varies rapidly in different temperatures. All petrols 
and kerosenes are bought on the basis of a known cubical content, at a 
temperature of 60° Fahrenheit. Conversions on account of all tempera- 
ture variations must be made in all costs. 

From the quantities shipped have to be deducted the loss in transport 
by evaporation and working losses, such losses being apportioned over 
the quantities landed. 

When the C.I.F. and E. costs are complete, the cost in tanks is calcu- 

















NOV. 





512 THE AUSTRALIAN ACCOUNTANT 


lated by adding the Australian expenses. These include inward wharfage, 
customs duty, primage and clearing charges. From this point onward, 
local distribution costing becomes necessary. 

Local Distribution Costing: From the large storage tanks, petrol is run 
off into rail tank cars, tank waggons, drums, tins and other containers 
for distribution throughout the country. Metropolitan distribution is 
made by tank waggons and thence through underground tanks and elec- 
tric pumps to the user. 

Country distribution.—In addition to these methods, delivery is also 
extensively effected in drums for primary producers and others. 

In taking into account the cost of distribution, one must allow for 
the following : 


The yard men operating the filling equipment. 

Depreciation of tank waggons and drivers’ wages. 

Drum depreciation. 

Cost of tins, cases, cartons, strapping wire and other items relating 
to containers. 

Cartage to rail, rail freights and cartage from rail to depots. 
Storage costs at depots. 

Next follows the return of empties by customers to agents when 
they are again returned to main port terminals. 





“Pe PRN 


Metropolitan distribution costs are comparatively simple, usually being 
calculated on a basis of per gallon costs. 

Country distribution expenses, particularly those involving drums, 
tins and containers are complex because of the varying nature of freights, 
handling expenses, etc. In order to recoup this additional expense, an 
additional price, known as a differential rating, is added to the main port 
price. 

It must be appreciated that certain products become far more expensive 
in distribution than others. For example, power kerosene distribution 
involves the tying up of a large number of drums on primary producers’ 
properties. Drums are quite frequently left in the open air and subject 
to rust and other rapid means of depreciation. 

Similarly, lighting kerosene is expensive to market, because of the 
small sized containers in which this product is sold, and the fact that bulk 
lighting kerosene waggons deliver to grocers, storekeepers and others 
in lots of a few gallons, as compared with hundreds of gallons of petrol 
delivered to bulk underground tanks at garages. 

Kerosene in containers deteriorates more rapidly than motor spirit. 

Throughout the handling and delivery of petrols and kerosenes, there 
are working losses and evaporation. These require constant allowances 
in costing, as buyers naturally require a full gallon at the actual time of 
purchase. . 

Retail Sales: Petrol is delivered by tank waggons into the underground 
tanks of the resellers. These days resellers use electric pumps to fill 
the tanks of motor vehicles. There is a dual costing angle to be considered 
at this point of distribution. 

Frequently the underground tanks and invariably the electric pumps 
are owned by the wholesale selling companies. Depreciation and main- 
tenance of pump and tank has to be considered, also the painting and 
advertising costs in connection with the pump itself and other points of 
sale advertisements. 

From the reseller’s point of view, rental is paid for the pump, and 
his profit depends on the throughput of his station, less operating 
expenses such as wages, electric power and other usual expenses. 
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Group Labour Control 
By J. L. PATTISON, A.C.A.A. 


(A lecture to the N.S.W. Division of the Australasian Institute of Cost 
Accountants) 


As industrial organisation has improved there has been a tendency 
for productive processes to increase in complexity. From the stage in 
which each worker looked after a separate machine there appears to 
have been, at least in certain industries, a movement to amalgamate 
different processes into a smaller number of composite processes. The 
result of such amalgamation is that the tending and feeding of the 
composite machine is frequently too much for one worker, so that we 
have a group of workers operating the one machine. 

The largest example of the composite process is probably the conveyor 
belt in large automobile factories, and the simplest would be the familiar 
sight of two labourers, one wielding a sledge hammer and the other 
holding the bar which is being struck. The essential point is that in all 
composite. processes there is a definite limit to the productive power of 
the individual worker and the limit is fixed by circumstances beyond 
his control. Separate process costs of nut-screwing, hammer-swinging 
and bar-holding would have little, if any, value. In such processes as 
we are considering the most that labour can do is to maintain the best 
conditions for production and to feed the machines to full capacity. 
The effectiveness of individual labour cannot therefore be measured, 
but only the effectiveness of the productive team as a whole. In order 
to refer to such co-ordinated labour effort I shall use the expression 
“group labour.” 

The chemical industry in general and the soap industry in particular 
offer good examples of group labour and the following remarks have 
particular reference to the latter industry, although the principles could 
no doubt be adopted to other industries. Productive processes may be 
divided into two classes, firstly those involving chemical change and 
secondly those involving physical change. In the case of the first class, 
the time involved in the process, and therefore the labour cost of 
production, will be dependent primarily on the rate of chemical action 
and the function of labour is to maintain the most favourable conditions 
for the various reactions to occur. In the second group of processes, 
the work is mostly carried out by large-scale machines which carry out 
a multiplicity of operations all closely connected with each other. For 
example, in the case of a soap packing machine, one part of the machine 
stamps the tablet, another wraps it, another section takes the cartons, 
glues and sets them up in such a way that the wrapped tablets are 
inserted by a further section of the machine, and the conclusion of the 
series of processes is the fastening of each carton. 

In the control of group labour there are four variable factors to be 
watched— 


The number in the labour team. 

The composition of the labour team. 

The quantities produced by the department. 

The composition of the production of the deparment. 


Dealing firstly with the two labour variables, the basis of control is 
the labour budget. 
The.sales programme for the budget period after being modified 
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according to stock requirements is converted into terms of outturn in 
the various departments through which the products must pass. As 
the speed of each process is known, a simple calculation reveals the time 
that the department must work in order to produce the required 
quantities, after making allowances for probable reject work and waste 
time. 

If the calculated machine time proved to be around 8-8 hours for 
each working day of the budget period the working arrangements 
would be simple. If the calculated time were less than normal full time 
working, then it may be necessary to cease production for a time during 
the period, and if the calculated time were to exceed normal working 
time, then overtime or shift or a combination of both would need to be 
adopted. 

Whatever course is followed, each department, roughly speaking, has 
a given staff which is standardised for each department, i.e. it is decided 
that the labour team should consist of so many adults and so many 
juniors, so many males and females. The selection of the standard 
team is governed by such considerations as the terms of awards, the 
degree of responsibility required, and the physical strength demanded 
by the job. For example, in the case of the soap packing machine 
previously mentioned the standard team for a normal working week 
consists of one man, two boys, one adult female and three junior girls. 

Turning now to the two outturn variables, we may divide the working 
time of a department into— 

Effective outturn. 
Reject outturn. 
Idle time. 

For example, in the case of a department whose maximum theoretical 
outturn is 100 tons of soap per normal working day, the effective 
cutturn delivered to the subsequent process may be 85 tons, the soap 
rejected and returned to a previous process may be 5 tons, which 
discloses that the idle time of the department for the day was equivalent 
to 10 tons of soap. 

The control of outturn is based upon a predetermined standard outturn 
per hour. The fixing of the standard outturn is a difficult matter, as an 
allowance must be made for reject work and idle time. Whilst this 
may seem to many to be a violation of principle, it is found in practice 
that the nature of the industry precludes perfect uniformity of all 
batches, and with a high quality standard operating a proportion of 
rejects must be considered “normal.” Similarly. a certain amount of 
idle time can be regarded as “normal” as most of the automatic machines 
are adjusted so that if the material passing through exceeds certain 
limits of tolerance the machine stops automatically. After all the 
technical details have been considered, a standard outturn per unit of 
time is determined, and in respect to any department the standard is 
retained until changed circumstances render its revision necessarv. By 
the simple practice of comparing the actual effective outturn with the 
standard outturn for the day it can be seen immediately with what 
degree of efficiency the department is working. 

The remaining variable to be considered is the composition of outturn. 
The one department may produce a number of different products, 
each taking varying times per unit. A perfect example of this is the 
process of fat hardening, in which case the time of process depends 
upon (a) the fat being hardened and (b) the degree of hardening 
required. In order to allocate labour costs over the different products 
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a system of ratios is adopted. In the example, each different fat has a 
ratio according to the degree of hardening required. In all cases the 
theoretical time is adopted which will yield effective output, that is to 
say, if owing to certain basic qualities of the material the proportion of 
rejects is always high, then such a factor is allowed for in assessing 
the time ration as compared with other products. In assessing the total 
outturn of the department each product is multiplied by its appropriate 
ratio and the result is referred to as being the outturn of the department 
in standard units, and it is this outturn which is used in all production 
comparisons. 

Let us assume that it is necessary to give rapid and accurate 
information to the foreman of the department, the executive immediately 
responsible for production (production manager), and to a director or 
other high officer ultimately responsible for technical matters (works 
manager). 

The foreman will require to know only two things, the composition of 
his standard team and the standard outturn per day (or shift). 

The production manager requires the most detailed information, 
summarised as follows: 


1. Effective outturn. 


2. Reject outturn. 

3. Idle time. 

4. Pay hours, men. 

. « » boys. 

6 i. pe senior girls. 
Fe - junior girls. 


In order to present the information in quickly assimilable form a 
graph is made for each department showing on a percentage basis— 

(1) Standard outturn. 

Actual effective outturn. 
(This is in effect an “inefficiency” factor.) 
(2) Pay hours (men) per unit of actual effective outturn. 
Standard pay hours (men) per standard unit of outturn. 
(In other words the proportion which actual man hours per 
unit bears to estimated man hours per unit.) 

(3) Pay hours (boys) compared as in (2). 

(4) Pay hours (senior girls) compared as in (2). 

(5) Pay hours (junior girls) compared as in (2). 

The first factor is plotted daily in bar form on a weekly cumulative 
basis and the remainder of the figures are plotted weekly. It will be 
seen that if the labour curves rise above the “inefficiency” curve, then 
the labour being used in the department exceeds the standard team. A 
rise in any one of the labour curves, coupled with a fall in another 
or others, denotes that the grades of labour used are not in accordance 
with the standard team. The ideal position is, of course, for all the 
curves to be a straight line on the 100% mark. 

The graphs are recorded on specially ruled foolscap, each department 
having a separate sheet. 

On page 516 a specimen of a department’s graph is shown, disclosing 
all the variations which may be expected to occur. 

In the diagram the bars represent the cumulative daily inefficiency 
factor. This portion of the chart is cumulative in respect to each week 
only, so that the position of the bar for the final day of each week 
discloses the production efficiency of the department for the week. 














= 
Z 
< 
e 
Z 
2) 
© 
O 
O 
< 
Z 
~ 
4 
< 
of 
ie 
2) 
~ 
< 
= 
eo) 
eH 









































































1941 THE AUSTRALIAN ACCOUNTANT 517 


The trend of the bars will, of course, disclose whether efficiency is 
increasing or decreasing. 

The trend of inefficiency as disclosed by the example is that during 
the first fortnight efficiency was approximately normal, but that on the 
second day of the third week production fell off very badly and was 
maintained at a low level until the end of the fourth week. During the 
fifth week production was brought almost up to normal. During the 
sixth and seventh weeks approximately normal production was obtained, 
but towards the end of the eighth week production dropped very badly 
indeed and improved only slightly towards the end of the tenth week. 
For the remainder of the quarter production was approximately normal. 
| Each labour curve is plotted separately only when the labour in 

question varies from the standard team. When two or more of the 
grades of labour are working in proportion they are represented by the 
full black line. 

It will be seen that if any of the labour curves coincide with the bar 
for the final day of the week then the department is adhering to the 
standard team in respect of that grade or grades of labour. This will 
be so because if the standard team is retained than the only increase in 
the percentage of hours worked per unit of production must be caused 
by the outturn of the department falling below the standard figure. The 
two essentials of control are therefore (a) to keep the bars as short as 
possible and (b) to keep the labour curves as closely as possible 
coincident with the inefficiency bars. 

A glance at the diagram will show that to the end of the third week 
the labour curve coincides with the tops of the inefficiency bars, but 
from the fourth week to the eighth week the labour curve lies con- 
siderably above the bars, denoting that the labour used is greater than 
the standard team. A possible reason for the variation shown would 
be that an attempt has been made by the foreman concerned to pick up 
production by working overtime. During the ninth week the main 
labour curve agrees with the plotted inefficiency, but during this week 
there are variations from the standard in respect to adult males and 
junior males. The curve for adult males has risen above the standard 
and the curve for junior males has fallen below the standard, disclosing 
that for some reason or other a man has been placed on work which 
should be done by a boy. During the tenth and eleventh weeks the 
position becomes even worse, as not only has adult male time been 
used in place of junior male time, but a similar position has arisen 
with regard to female labour. The position is rectified by the twelfth 
week and for the thirteenth week the position is normal in all respects. 

Finally, the information required by the works manager will be in 
very simple form: thus: 
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The calculation of surplus or deficit will be made as follows: Actual 
outturn X Difference between actual and standard costs per unit. 

A glance at the above will disclose the trend of labour cost in each 
department, and in the event of unusual differences the works manager 
will satisfy himself that everything necessary is being done to rectify the 
position. 





Correspondence 
DISPOSAL OF OLD RECORDS 


The Editor, The Australian Accountant 
Sir, 

I was interested in the remarks made by your correspondent, Mr. 
K. C. Auld, on the subject of disposal of old records. 

Mr. Auld’s concern seemed mainly to be with the requirements of the 
Taxation Department, but the stipulations made by them are probably 
the least exacting in these days. 

Almost every set of regulations made under the “National Security 
Act 1939/40” grants the power to call for information. This informa- 
tion may, in many cases, require the preservation of documents of con- 
siderable age. 

The following regulation contained in the National Security (Prices) 
Regulations should be of interest to your correspondent as it does create 
a definite obligation for the preservation of records : 

“Books, accounts, etc., to be kept and preserved. Amended by 1940, 
No. 294. 49—(1) Every person engaged in the production, manufacture 
or supply of declared goods and every person supplying or carrying on a 
declared service shall, for the purposes of these Regulations, keep and 
shall preserve those books and accounts and costing records, including 
all copies of invoices and all vouchers, agreements, correspondence, 
cables, telegrams and other documents relating to his purchases, costs and 
sales of prescribed goods or relating to the declared service supplied or 
carried on by him, until the expiration of a period of six months after 
the termination of the present war or until their destruction is authorised 
by the Commissioner, whichever first happens.” 


Canberra, 27/10/41. C. L. Hewirr. 


o The Editor, The Australian Accountant 
ir, 
' Tue Late E. A. PYKE, F.1.C.A. 

I feel sure that the many past students of the late Mr. E. A. Pyke (of 
whom I am one) would like to express, in some tangible way, their regard 
for his memory and their grateful ‘remembrance of his work for his 
students, for the Accountancy profession and for the Commonwealth 
Institute of Accountants in particular. 

One way which would greatly have pleased him would be to establish 
an E. A. Pyke Memorial Prize, to be awarded annually to candidates 
for the Commonwealth Institute of Accountants examinations, on such 
terms and conditions as the Board of Examiners may decide. 

I should be glad if you would be willing to receive contributions from 
Mr. Pyke’s old students and admirers towards the establishment of a 
fund for this purpose and I enclose cheque for £1/1/- in token of my 
own gratitude to, and remembrance of, our old friend and master. 


Melbourne, 30/10/41. LEONARD M. STANTON. 


[The Editor will be glad to receive and acknowledge contributions 
for this purpose.] 
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Job Analyses and Specifications - | 
By R. A. HIcKIN, A.1.C.A. 


A thorough and complete discussion of the many matters connoted 
by the term “Job Analysis” would require space greatly in excess of 
that available for this article. Accordingly the treatment given here 
must of necessity be in the form of a summary—an introduction to a 
most useful and fascinating function of the personnel officers of any 
modern organisation. The books that are available, although written 
from the American or English viewpoints, cannot fail to be of value to 
those who wish to follow the subject further, as the principles that guide 
job analyses are the same everywhere. 


Wuat Is Jos ANALysIs? 


Formally, and verbally, job analysis is the investigation of conditions 
and methods incidental to an operation or group of operations; sub- 
stantivally, a job analysis is the statement of the results of such an 
investigation. 

There are several reasons why analyses of operations are prepared. 
The first is for the achievement of efficiency by ascertaining whether the 
work is being performed as it should be—whether the motions are 
carried out in the most economical and effective way, and whether the 
time taken bears a proper relation to the nature of the work done. 
Secondly, to provide standards by which achievement might be measured ; 
and, thirdly, to get data for the use of the employment and placement 
officers. There are other reasons, also, not quite so immediately im- 
portant as these. It is desirable, for instance, that the health and safety 
of employees be safeguarded; for this reason, job analysis provides a 
basis for estimating fatigue,.reducing wasteful motions, eliminating 
dangers associated with the work, and so on. It is advisable that duties of 
all employees be standardised as much as possible: job analysis provides 
the method. The training division is able to give new employees a 
thorough grounding in the elements of their work with a minimum of 
unproductive time in the office or workshop. The setting of cost stan- 
dards and the introduction of budgetary control are facilitated. Other 
and minor advantages of job analysis will undoubtedly present them- 
selves to the reader. 


To Wuat Dogs Jos ANALysis APPLY? 


It is a common misconception that job analysis is restricted to the 
production side of a business. Undoubtedly it is in production that 
the transformation effected by modern management methods has been 
most apparent, but the principles of ;job analysis are by no means the 
exclusive preserve of the factory or works. Routine work of any kind 
lends itself to standardisation, and that is really the first aim of job 
analysis. Whenever a certain motion is repeated regularly and prac- 
tically without intermission, there is scope for time and motion study, 
for a detailed and careful examination of the work, and for the setting 
of standards based on the results of such examination. The entering of 
invoices into a sales journal requires the constant repetition of certain 
motions. It should be the aim of the person conducting the investigation 
to keep in the forefront of his mind the necessity for economy of move- 
ment. The minimisation of fatigue is the surest way to the achievement 
of greater volume and accuracy. Accordingly it is usually to be pre- 
ferred that motions requiring a certain body position should be repeated 
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as many times as is necessary to secure a “run” of work without bringing 
on even temporary exhaustion. For instance, when entering a journal 
of many columns it is desirable to minimise the area of the book to be 
entered at any one time. It might be more conducive to ease of working, 
in such circumstances, to make a double run over the invoices, entering, 
in the first place, the columns to the left, such as Date, Name, Invoice 
Number, etc., and then, having finished a page of such entries, run again 
over the invoices, entering the particulars in the columns to the right 
of the journal. This method, which requires double work, will actually 
be found to increase output, if the journal is a large one, which would 
require nervous concentration over a considerable area, induce optical 
strain, and probably require some shifting in the chair to reach the 
extremes of the book, and some manoeuvring to gain easy positions for 
the entering of the various columns. Basically, all studies in job analysis 
proceed along some such lines the necessity for which is indicated above. 
It is obvious that packers working to the speed of a machine which 
supplies them with their material, must have their conditions so arranged, 
and the motions of the work so well established, that they will be able to 
carry out their duties for long periods without rest, and yet suffer no 
fatigue. It is the province of job analysis to make for easier working 
conditions and so improve the health of the workers and increase the 
efficiency of the whole enterprise. 

It will be seen, therefore, that the scope of job analysis is very wide 
indeed. Actually, in modified form it can be applied, and often uncon- 
sciously is applied, to even isolated acts performed by individuals. Any 
person required to perform a manual operation mentally surveys the 
task, perhaps only momentarily, to determine how best to go about it, 
and then sets to work on this preconception of how the work should be 
done. Job analysis is instinctive in all persons who take a real interest 
in their work and play; in industry, however, it must go a step further 
and become scientific. 

Job analysis is concerned with two factors, viz., the operation and the 
worker ; perhaps a better description of these two factors is the Material 
and the Human. With the material factor motion study is concerned, 
as showing how best the work may be done; as regards the human factor, 
time study, showing how long the work should normally take to do, 
should be undertaken. 


Motion Stupy 


Something has’ already been said immediately above, on this subject. 
The investigator should start with a proper list of questions, for his own 
guidance, carefully drawn up. If he be an outside consultant he will need 
thoroughly to familiarise himself with the work before he attempts a 
detailed examination of the motions incidental to its accomplishment. 
Usually, however, the person entrusted with this duty is a sectional officer 
of the business, who may be expected to know, in its broad outlines at 
least, the method of setting about the work. He must be careful, how- 
ever, to rid his mind of all preconceptions likely to influence his judg- 
ment. In this respect the inside man is at a peculiar disadvantage com- 
pared with the professional consultant, and has to overcome this disad- 
vantage at the outset. 

Some processes are simple, others complex. Many duties are habitually 
performed in a manner that is obviously clumsy, yet the same person has 
been doing the work for years, perhaps, and will find it hard to believe 
that someone else can come into the shop and, possibly without any actual 
experience himself, put the worker right. Yet such is often the case. It 
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only goes to show the value of having the right methods established at 
the outset, so that employees may be properly trained in the most 
economical motions before they have had an opportunity to form habits 
of work which are less perfect. 

The investigator should start his inquiries by gaining a general view 
of the work being performed, and then should write a synopsis of the 
obvious requirements of the process or operation. This synopsis should 
do no more than state the bare outlines of the work, unless it is highly 
complex or technical and requires the logical marshalling of facts and an 
ordered progression of steps in its accomplishment. 

Details of the mechanical aids to the task should next be set down. In 
many operations the human contribution is negligible, being simply the 
occasional feeding or oiling of the machine. In others, the mechanical 
equipment is only accessory to the manual operations performed, e.g., 
in packing goods carried on a continuous belt. But the important feature 
of most routine tasks in a modern factory or works is the attunement of 
man and machine. It has been said that machines have become almost 
human and men almost machines, and there is a good deal of truth in the 
statement. At all events, mechanisation in industry has come definitely 
to stay, and moreover, is on the increase, so that in any analysis of 
motions in an operation or process the co-ordination of human and 
mechanical power is a big factor. 


PRELIMINARY CONSIDERATIONS 


Before making any analyses, the routine of the factory must be 
examined in a general, comprehensive way, to ascertain what similarities 
exist between different processes, and to set up a statement of such jobs 
which are found to be in some degree like others. The reason for this 
will be apparent when it is appreciated that the job specification yielded 
by a careful analysis is the basis of the employment of workers for the 
jobs to be done, and that, knowing the similarities between the various 
processes, the interviewer is able the better to ascertain whether an 
applicant’s experience and qualifications indicate that he is likely to 
prove a suitable person to fill the vacancy. Skill in work of the kind for 
the class in which the particular vacancy has occurred is at least an indica- 
tion of probable fitness for the special work to be done. It is important, 
therefore, to associate together all duties of a similar kind, before the 
careful work of detailed job analysis is commenced. 

Such an introductory enquiry may reveal, among other things, that 
the factory or office layout is short of the ideal. Workers may have to 
perform their various functions under conditions that are far from 
advantageous, so that, instead of the layout and mechanical equipment 
being an important contribution to the smooth running of the plant or 
office, they are a handicap. Obviously, it is illogical to go to a great deal 
of trouble to make job analyses when the working conditions are not 
conducive to most efficient working; it is better first to set things right 
in the general layout if this is economically possible, and then to proceed 
to the task of job analysis on the basis of the improved conditions; to 
start right counts for a great deal in employee-co-operation. 

Who should make the job analyses? Obviously someone who is 
thoroughly familiar with the engineering features, the work routine, or 
the other factors which are relevant. Ideally, in a large organisation, 
having an Employment Department with a separate executive in charge, 
it would be expected that this executive should, with the co-operation of 
the manager of the department, make the analyses. Apart from any 
other consideration, of which no doubt several will suggest themselves 
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to the reader, it will be a very great advantage to the employment officer 
in his work of selection and placement of employees. Alternatively, the 
analyses could be made by the factory or works manager, or the secretary, 
as the case may be, with the employment officer in close attendance. 

In compiling the list of similar jobs, each should be named and an 
appropriate group-name given in respect of each section. This will 
assist in later analysis and discussions. 


APPROACHING THE TASK 


Before it is possible to get at thd facts, it will usually be necessary to 
seek and assemble opinions. Every person in a particular section, who 
shows interest in his work, should be consulted, provided the numbers 
are not too large, and a statement taken of his estimate of the job 
requirements, special dangers or hazards incidental to it, and special 
qualifications required to do the work efficiently, not forgetting any 
suggestions he might care to make for improvements in methods or con- 
ditions. It goes without saying that, in work of this kind, the utmost 
tact is needed. Some employees would regard an invitation to discuss 
their job as a heaven-sent opportunity to grouse, to comment on the 
shortcomings of the foreman, and perhaps to edge their own axe on a 
neighbour’s wheel. Moreover, foremen and executives generally are not 
lacking in common human prejudices and animosities, and apart from 
anything else, would in very many cases resent the job analyst as an 
intruder, unless he possesses the happy knack of getting himself 
accepted in spite of the difficulties under which he labours. Thus in 
setting about a job analysis there are more factors to consider than the 
routine ones of motions, etc. ; the human factor, in this as in everything 
else, is of paramount importance. 

With a view to getting the opinions of all who are thought to have 
something to contribute, the analyst should start with a single section of 
the business and concentrate on it until he has found out everything 
that others are able to tell him. If he can have the services of a 
stenographer so much the better. Failing this, he will need to take notes 
of each discussion, to be gone over quietly later. 

It is assumed that the investigator is dependent upon such informa- 
tion for his introduction to the work, which, in the case of an outside 
consultant, is nearly always so. Even when he is himself a member of 
the organisation such free discussion and note-taking will be an invalu- 
able help, both in respect of the information given and also, in his 
capacity of employment manager, for the light which it will throw upon 
the character and ability of each individual spoken with. 

After he has gained all the information possible, he should, before 
beginning detailed analyses, take his notes away and go over them care- 
fully, with the object of getting a coherent and consistent account of 
the work from the mass of opinions, many of them contradictory, that 
have been placed before him. If he has some critical facility he will 
usually be able to extract from his notes of conversations the real facts 
regarding the work under discussion. His work is to get at the facts. 
His next step then will depend upon the kind and extent of the informa- 
tion he has gathered. He may find it necessary, in order to clear up 
certain points that he had formerly considered adequately covered, but 
now appear to be in doubt, again to consult with chosen individuals 
before entering upon the stage of careful study of the operations. 

When he is satisfied that he has a clear mental picture, in sufficient 
detail, of the operations under examination, he should commit his 
impressions carefully but concisely to writing, both for later reference 
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and also to confirm his own acquired knowledge, for which purpose 
making written memoranda is invaluable. 

The next step really depends upon the comparative simplicity or com- 
plexity of the work. If it is fairly straightforward he may consider 
the time has arrived when he can begin to criticise the motions that are 
followed at present, with a view to seeking weaknesses and correcting 
them ; on the other hand, he may, and probably will in most cases, consider 
it desirable that before embarking on criticism of the technique he 
should spend some time in the workshop or the section of the premises 
where the particular work is done, and be content to watch the motions 
being performed. 


PracticaL Motion Stupy 


In many discussions of this subject, it is suggested that motion and 
time studies are really just two aspects of the same investigation, and 
should be made contemporaneously. It is because there is a basic truth 
in this statement that it misleads many. Motion study is still motion 
study, and time study is still time study, no matter how closely they are 
connected. One is concerned with the manner of doing work, the other 
with the length of time taken. When making motion studies the time 
element must never be lost sight of, but at the same time it must be 
remembered that the primary object is to discover the best way of 
doing a piece of work. 

The first step in motion study, having assembled all the known facts 
contributed by the experience of workers and foremen, is to watch the 
work being performed, and to note whether the physical motions are 
smoothly executed or not. Obviously a stand should be taken by the 
investigator in such a position that the worker will not be embarrassed 
by having the figure of the investigator in the corner of his eye while 
doing his work. It is best to stand well behind, but sufficiently to the 
right or left of the worker to enable a clear and uninterrupted view of 
the operations to be obtained. 

Where a succession of intricate motions constitutes the job, the ques- 
tion arises whether the immediate examination by the analyst is adequate. 
In these days of the small and comparatively inexpensive motion picture 
camera a permanent record of the operations as performed, and of the 
experiments then carried out to find a more perfect method, could be 
obtained for quite a small outlay, which would be more than repaid by 
the ease with which the motions could afterwards be compared, not only 
by one man, but, if thought desirable, by a committee, who could not 
have spared the time to have an actual workroom demonstration. In 
making motion and time studies the practical aim should never be lost 
sight of. It is nothing less than to make a contribution, a very large and 
valuable contribution, oftentimes, to the solution of the greatest and most 
pressing problem of modern times, viz., how to remove mutual mistrust 
between employer and employee. Until this is achieved the true pros- 
perity of the country which all look for cannot be realised. Some words 
written by an American in 1927 may bring this portion of the present 
discussion to a fitting conclusion: “No diligent search in the history of 
the development of the industrial system is necessary to determine the 
one single cause which has contributed most to industrial unrest. This 
cause may be described briefly as the lack of an equitable and consistent 
method for measuring human effort and from this measure establishing 
a compensation which is mutually satisfactory to employer and 
employee.” There is the problem put as concisely as possible. It is 


1. Time and Motion Study, by Lowry, Maynard and Stegemerten ; McGraw-Hill. 
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to be expected that, as industrial leaders in Australia benefit more and 
more from the revolution that is now taking place in the economy of the 
country, methods and ideas which have already passed through the 
stages of trial and adoption in other countries will be adapted to local 
conditions, and will make their contribution to Australia’s industrial 
problems. Among these, motion and time studies, and the use of the 
results of such studies in setting payment rates and prescribing working 
conditions, will undoubtedly play their part. 


Fixed and Variable Costs 
By Lestie W. IRWIN, A.F.1.A., A.A.1.S. 


An American business journal recently published an obituary notice 
of a prominent steel personality, and included in the laudatory phrases 
was the following: 

“He assumed control of this organisation during the depression, when 
its fixed costs amounted to $100,000: but undaunted in several years 
he converted the losses into substantial gains.” 

Comparison of this notice with those which appear from time to time 
in Australia brings to attention that the commercial centres here have 
yet to become fully cost-conscious, and that we are still apt to think 
in blanket terms of costs, rather than in terms of fixed and variable 
costs, which form the keynote of managerial efficiency. 

These two elements comprise the most important part of the classi- 
fication of manufacturing expense. 

Direct labour and raw materials are variable costs which, governed 
by production, may be accurately measured. 

This does not infer that they are beyond the control of the manage- 
ment, because their control is important in order to ensure the 
elimination of waste and leakages, but they are more easily distributed 
and allocated than that of the third element—manufacturing expense. 

It is the adequate analysis and distribution of this last factor which 
enables an executive to— 

(1) Carry out cost reduction policies. 

(2) Efficiently direct sales efforts. 

(3) Assist in the price control of the product. 

(4) Meet competition, and 

(5) Control the expenses themselves. 


Historical Survey 

The history of this expense is the history of the growth of industry 
to-day, from the era of craftsmanship to the. assembly line. The 
problems associated with modern industrial undertakings, and the growth 
of company formation, capital investment, and mass production have 
their genesis in the realisation of this important element of cost. 

Prior to the industrial revolution, the distribution of manufacturing 
expenses was not of paramount importance, as the entrepreneur’s 
investment was confined to raw materials, supplies and, in some cases, 
finished goods. 

He was not concerned with fixed investments, in plant, machinery 
and equipment, hence the distribution of the fixed charges associated 
with this class of “overhead” were negligible. 

With the event of the industrial revolution in the eighteenth century 
the position changed, and the industrial concentration in factories of 
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large capital investments, and the attendant outlay for taxes, insurance, 
maintenance and supervision, manufacturing expense became obvious 
to the management as an important factor of cost in production. 

The two economists Robert Torrens and Nassau Senior, in 1834 and 
1862 respectively, commented upon the relationship between production 
and fixed costs. 

The opening up of the markets of the world, with the maturity of 
the railway system, emphasised the incidence of overhead costs in 
productive efficiency, and brought into prominence the behaviour of 
this type of expense. 


The Incidence of the Costs 


It is axiomatical that the increase in the amount of capital permanently 
invested in manufacturing industries correspondingly increases the fixed 
charges as an element of cost. 

Where machinery supplants labour, a change takes place in the 
elements of costs; fixed costs and charges proportionately grow, while 
the proportion of wages to total costs diminishes. 

However, fixed costs continue whether machines stand idle or not, 
while it is possible to dispense with labour in periods of idleness. Thus 
the variable elements tend to decrease, and the irreducible expenses will 
continue during these periods. 

This is the problem of management—to be continually choosing 
between the alternatives of higher and continual costs—in the event 
of low utilisation of plant capacity—or the use of variable costs with 
often lower productive efficiency and output. 

The greater these fixed costs the more a manufacturer will be at the 
mercy of the market—hence it often happens that it is better to produce 
goods at a loss rather than shut down altogether. 

No matter how small the contribution, it may be expedient to receive 
the prime cost of production with a narrow margin contributing to 
the fixed costs, rather than no contribution at all. 


Some Methods of Control 


It will be recognised that in the element of manufacturing expense 
the types of costs are: 

1. Fixed Costs, which are those costs which vary with increase of 
capital investment, and not with productive activity, e.g. depre- 
ciation, rent, etc. 

2. Variable Costs, which vary in proportion to productive activity, 
e.g. power and light, heat, etc. 

But between these types exist a third class known as semi-variable, 
which varies with activity but not in proportion. An analysis of this 
type of cost will show that it is composed of partially fixed and partially 
variable costs, and therefore it is possible after examination to allocate 
the relative proportions to either the fixed or variable costs. 

It is on this aspect of costing that the cost accountant enters the field 
of managerial control, and can advise the enterpreneur upon such 
matters as the “break-even point,” or the necessary volume of sales 
at which an organisation will neither gain nor lose. 

This determination of the “marginal income” has a profound effect 
upon the compilation of methods of control such as the flexible budget, 
which is becoming an indispensable aid towards efficient management. 

The preparation of departmental budgets, illustrating the relative 
levels of activity, requires the closest co-operation of engineers, factory 
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managers and foremen, in order to ensure that all matters are accurately 
included and accounted for. 

Expenses involved should be classified into two principal sections: 

Group I. Those expenses for which the departmental executives are 

responsible and can control; and 

Group II. Those expenses which are beyond the control of the 

management. 

This latter class of expense, which includes charges of the service 
departments, such as light, power and heat, should be pro-rated to the 
productive departments with care. The distribution is of importance 
and the basis should be carefully checked. 

For instance, the distribution of the boiler departmental expense over 
productive departments furnishes an example where the allocation of 
fixed and variable expense may influence the ultimate cost of production. 

It will be recognised that fixed costs arise out of the productive 
capacity of the plant; that is, the larger the investment in the plant, 
the greater the fixed costs that are incurred, and these costs remain 
the same whether the plant is in full utilisation or not. 

In a production department, which utilises the product of a service 
department, such as heat, it appears reasonable that the fixed costs of 
the latter should be pro-rated to the production department, upon the 
basis of capacity, rather than upon the actual usage made of the facilities 
available. 

The following hypothetical example seeks to show the difference that 
may occur under the two methods of distribution, where only partial 
productive capacity is being utilised. 

Assuming that the total expense of this service department amounts 
to £500, of which £230 is fixed costs and £270 is of a variable nature, 
the semi-variable expense being analysed into these two classes, and the 
productive departments are three, the following will be the basis of 
distribution :-— 

First Method: On the basis of actual usage. 

Second Method: Fixed Costs—Basis of capacity. 

Variable Costs—Basis of actual usage. 
Unit of Usage: British Thermal Units of Heat. (B.T.U.) 


ALLOCATION 


Plant Plant 1st Method 2nd Method 
Dept. Capacity Usage Total Fixed Variable Total 


B.T.U. B.T.U. £ £ £ £ 
5 os se aoe 550 275 122-66 148:50 271-16 
Bs. +s ae 350 175 61-33 94-50 155-83 
Psst ae 100 50 46-00 27-00 73:00 








Totals .. 1500 1000 500 230-00 270-00 500-00 











This example serves to illustrate the importance of fixed costs and 
their significance when utilised as a basis of pro-ration for departmental 
expense among the production departments. 

Cost analysis should seek to place the burden of “overhead” upon a 
scientific basis and the segregating of the elements in a manner stich 
as described above is a step in this direction. 

While the subject is not new, it is a subject in which continual 
research aids industry by the efficient utilisation of resources. 
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Managerial cost analysis is the aspect by which every cost accountant 
should approach the problems of industrial accountancy. A more 
general recognition of this concept will tend towards efficiency, lower 
costs, and elimination of wastes in industrial activity. 





Auditing and the Legal Responsibilities of Auditors 
By S. R. Brown, a.c.a (Aust.) 


(A lecture delivered to the Commonwealth Institute Students’ Society, 
N.S.W. Division.) 


From time to time some particular law decision or some phase of 
business practice or some extenuating circumstances in our economic 
life such as a period of inflation or depression have caused the public 
and the accountancy profession to centre their interests around the 
responsibilities and duties of Auditors. There have been particular 
factors leading to this excitement of interest, for instance, misappropria- 
tion by the directors of the company’s assets, the manipulation of 
accounts by the directors for varying purposes (dividends, taxation, 
prospectuses) also the malpractice of promoters. Law cases of recent 
years such as the Kylsant case (England), McKesson & Robbins case 
(America) and Wallerawang Collieries Ltd. v. Kent, Brierley & Sully 
(July, 1934) and Scottish Loan Case vide Woolcott Forbes, 1941, have 
all excited the public interest. These cases have the effect of focusing 
the public interest on the Auditing profession, and it is only at these 
particular times that any real stock of our responsibilities and liabilities 
is taken. At these times Auditing procedure becomes news; Commis- 
sions are set up to inquire into auditing procedure and practice generally. 
Observations and recommendations regarding accounting practices are 
made and the attention of the investing public is drawn to the extent and 
scope of the auditors’ responsibilities. 

As no doubt most of you know the weak flank on which an auditor 
may be attacked is that known as carelessness or negligence. I will 
deal with this ‘aspect shortly, but first of all I would like to consider 
the meaning of “Auditor,” his mode of appointment and his rights. 


AUDITOR 

As far as I can trace there is no legal definition of an auditor, although 
the term “Auditor” has been used in early records relating mainly to 
Public Accounts ; for instance, “Auditor of the Receipts” was an officer 
of the Exchequer who supervised the tellers and in the time of Coke 
“saw every teller’s money locked up in the treasury.” 

The “Shorter Oxford English Dictionary” gives the following refer- 
ences to Auditing: “An official examination of accounts with verifica- 
tion by reference to witnesses and vouchers. To make an official examina- 
tion of accounts.” The dictionary also goes on to say that “an auditor 
is an official whose duty it is to receive and examine accounts of money 
in the hands of others who verifies by reference to vouchers and has 
power to disallow improper charges.” 

Then for our purpose we can assume that an Auditor is a person who 
makes a systematic examination of accounts. 


By Whom Appointed 
In considering this, regard must be had as to whether the client is a 
sole trader (or firm) or a limited company. 
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Sole Trader or Firm: In this case the Auditor is appointed by the 
proprietor or partners as the case may be, and his duties arise out of 
his contract with his client. His rights with regard to the audit of the 
books of account of such client are practically negligible. Provided his 
services are complete he has a right to demand a reasonable fee for such 
services, but that is about all. 

He cannot demand information which the proprietor or partners do 
not wish to supply, and in that event his only recourse is to qualify 
his report by stating that certain facts have been withheld, thus safe- 
guarding himself, in respect of any matters, information concerning 
which he was not able to obtain. 

Limited Companies: The position with regard to Limited Companies 
is quite different. The New South Wales Companies Act, 1936, requires 
every company to appoint auditors at each annual general meeting, to 
hold office until the next annual general meeting of the company. The 
directors of the company usually appoint the first auditors, which they 
may do at any time before the first annual general meeting ; such auditors 
may, however, be removed by the company in general meeting. In the 
event of casual vacancies, the directors may appoint an auditor to carry 
on until the following general meeting. Their rights are also set out 
in the Act. Section 115, Sub-section 2, reads as follows: 

“Every auditor of a company shall have a right of access at all times to the 
books and accounts and vouchers of the company, and shall be entitled to 
require from the directors and officers of the company such information and 
—— as may be necessary for the performance of the duties of the 
auditors.” 


THE QUESTION OF NEGLIGENCE AND THE PART IT PLAYS IN THE 
RESPONSIBILITIES AND LIABILITIES OF AUDITORS 

The main objective of the auditor’s work of a company is the formula- 
tion by him of an expert opinion on the question whether the balance 
sheet exhibits a true and correct view of the state of the company’s 
affairs. Attempts have been made to impose on the auditor the task of 
certifying that all transactions have been faithfully recorded and all 
funds honestly administered. There is a difference between these two 
certifications. It does not follow that because the auditor must report 
that the balance sheet exhibits a true and correct view, he must do 
everything in his power to satisfy himself that all the transactions are 
honestly and properly recorded. He must use care and skill. When 
there is a duty to take care, the ‘standard of care frequently used is 
that of the “reasonable man,” and consequently, failure to take reason- 
able care and negligence are often used as synonymous terms. 

This is the sense in which negligence is used in the well known definition 
of Alderson B.: 


“Negligence is the omission to do something which a reasonable man, guided 
upon those considerations which ordinarily regulate the conduct of human 
affairs, would do, or doing something which a prudent and reasonable man 
would not do.” 


Blyth v. Birmingham Water Works Co. (1856) 11 Ex. at page 784 

The definition, however, does not recognise the necessity for any duty 
to take care and therefore naturally does not go to consider what degree 
of care is imposed by the duty in any given case. 

A man who practices a profession is bound to exercise the skill and 
competence of an ordinarily competent practitioner in that profession. 
In the case of C. J. Lamphier v. Phipos (1838) 8 C.L.P. 475, Tindale, 
C.J., stated: 


“Every person who enters into a learned profession undertakes to bring to the 
exercise of it a reasonable degree of care and skill. He does not undertake, 
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if he is an attorney, that at all events you shall gain your case; nor does 
a surgeon undertake that he will perform a cure; nor does he undertake to 
use the highest degree of skill. There may be persons who have higher 
education and greater advantages than he has but he undertakes to bring a 
fair, reasonable and competent degree of skill.” 

As the standard of care and skill is that possessed by a man of ordinary 
competence exercising the same calling it follows that the opinions of 
persons exercising that calling as to the conduct of a reasonably skilful 
man under the particular circumstances are admissible in evidence. If 
nine out of ten auditors of experience would have done the same as the 
particular auditor under the same circumstances, or even if 50% of a 
given number would have been of his opinion, then the auditor who 
stipulates in any case to bring only a reasonable degree of skill to the 
performance of his duty would be entitled to a decision in his favour. 
It must be remembered that reasonable skill includes a practical working 
knowledge of the law relating to the particular profession. 

The duty of an auditor arises out of contract with his principals or out 
of obligations imposed upon them under some statute such as the Com- 
panies Act, 1936. 

The law, does not lay down any set rules which must be followed by 
an Auditor in the performance of his duty. There is no law stating 
the required care to be exercised by an Auditor in particular cases, but 
it must be remembered that the magnitude or the extent of the possible 
loss involved must be set up against the usefulness or utility of the 
particular conduct exercised. 

It is also important to consider the nature and extent of the work 
emanating from the contract between the Auditor and his principal. 
There is a great variance in the classes of audits which may be con- 
ducted. The fee paid is not a necessary guide to the kind of work or the 
degree of skill that should be performed, and no matter what the agreed 
fee, the Auditor is bound to exercise all the skill of his professional 
calling in carrying out the work. 

On February 24, 1933, a group of the largest accounting firms of 
New York addressed to President Richard Whitney, of the New York 
Stock Exchange, a letter relative to the scope of the auditor’s employ- 
ment. The letter was signed by: Arthur Anderson & Co.; Barrow, Wade, 
Guthrie & Co.; Deloitte, Plender, Griffiths & Co.; Haskins & Sells; 
Lybrand, Ross Bros. & Montgomery; Peat, Marwick, Mitchell & Co.; 
Price, Waterhouse & Co.; Touche, Niven & Co.; Arthur Young & Co. 
Two paragraphs of the letter read as follows: 

“We fully recognise the importance of defining the responsibility of auditors 
and of bringing about a proper understanding on the part of the investing 
public of the scope and significance of financial audits, to the end that their 
importance should not be underrated nor their protective value exag- 
gerated in the minds of investors. This is the more necessary because 
the problem of delimiting the scope of audits or examinations is essen- 
tially one of appraising the risks against which safeguards are desirable 
in comparison with the costs of providing such safeguards. The cost 
of an audit so extensive as to safeguard against all risks would be 
prohibitive; and the problem is, therefore, to develop a general scheme 
of examination of accounts under which reasonably adequate safeguards 
may be secured at a cost that will be within the limits of a prudent economy. 

“In any such work we must be practical; it is no use laying down counsels of 
perfection or attempting to extend the scope of the audit unduly. An audit 
is a safeguard; the maintenance of this safeguard entails an expense; and 
this expense can be justified only if the value of the safeguard is found to be 
fully commensurate with its cost. The cost of an audit so extensive as to 
be a complete safeguard would be enormous and far beyond any value to 
be derived from it. A superficial audit is dangerous because of the sense 
of false security which it creates; between the two extremes there lies a 
mean, at which the audit abundantly justifies its cost.” 
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It is impossible for an auditor to check in detail in a few days work 
which it has taken a large staff twelve months to do. An audit is really 
an examination by an expert in accounts, resembling the diagnosis of a 
skilled physician. His wide experience and knowledge of affairs enable 
him, by careful examination, to form an opinion as to the financial sound- 
ness of the business and to say whether the Balance Sheet gives a truth- 
ful account of the state of the institution. The expert may be mistaken 
for he is not infallible. Much depends on the experience, the judgment 
and the character of the expert who is called in. He observes how the 
books are kept, suggests precautions against fraud, points out in what 
way the accounts can be arranged so that the working of the business can 
be facilitated and its operations controlled and forms an opinion whether 
the liabilities are stated at too little or the assets put down at too much. 
If, through negligence on his part, loss is sustained he is liable for 
damages. If he is not merely negligent but is guilty of wilfully shutting 
his eyes to the truth; if when the truth lay under his hands he abstained 
from finding it out not from mere negligence, but from the wilful deter- 
mination not to inquire, then he may be liable to imprisonment. If 
through want of care on his part a dividend has been paid out of capital, 
he may have to refund as damages fifty or a hundred times the amount 
of the modest fee he has been paid. 





LeGAL Decisions AFFECTING LIABILITIES 


The Kingston Cotton Mill Company case is unquestionably sound in 
principle. Its decision has been upheld on innumerable occasions and 
may be said to be the pilot-light of public accountants where the ques- 
tion of stock-in-trade is concerned. 

An expression of the professional attitude of public accountants 
towards assuming responsibility for the showing of the value of inven- 
tories of stock-in-trade has been made as follows: 

“The Bradford Chartered and Incorporated Accountants at a joint 
meeting . . . resolved: 

“(1) that this meeting is of opinion that professional accountants are unable 
to express reliable opinion upon the market values of stock-in-trade. 

“(2) that it is not within the functions of a professional accountant or auditor 
to value stocks, and therefore those practising accountants represented at 
this meeting are not prepared to undertake responsibilities of this nature, 
or give certificates as to the value of the said stocks, which might deprive 
auditors of the protection to which they are entitled under judicial ruling 
laid down in the Kingston Cotton Mills case.” 


Duty oF THE PusBLic ACCOUNTANT TO VERIFY SECURITIES 

The liability of the public accountant to verify the securities of his 
client was set forth by the English Court of Appeal, in re City Equitable 
Fire Insurance Co. Ltd., 1924. The facts of the case are as follows: 

The City Equitable Fire Insurance Co., carrying on a large inter- 
national business in fire and marine insurance, had occasion to buy and 
sell securities in great amounts through Ellis & Co., a brokerage firm. 
The Company’s Managing Director, Bevan, was also a partner in the 
brokerage firm of Ellis & Co., and he caused enormous sums of the 
company’s money to be kept on deposit with the firm for the purpose of 
dealing in securities. During 1921 and the two preceding years the 
accounts the company maintained with Ellis & Co. showed much larger 
amounts of money and securities than were really with the firm. Bevan 
had improperly taken the funds through his brokerage firm, and had 
concealed his dishonesty through a false showing of the company’s 
accounts with Ellis & Co. In auditing the company’s records for 1921 
and the two preceding years the auditors, Lepine and partner, made no 
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further investigation of the securities supposed to be in the custody of 
Ellis & Co. than to obtain a certificate of custody from one of the firm 
partners. 

The Judge, during the course of his decision, stated: 


“In my judgment, not only did Mr. Lepine commit a breach of his duty in 
accepting, as he did, from time to time the certificate of Ellis & Co. that they 
held large blocks of the company’s securities, but he also committed a breach 
of his duty in not either insisting upon those securities being put in proper 
custody, or in reporting the matter to the shareholders.” As I have said, 
the learned judge also finds that, in what he did Mr. Lepine acted honestly 
and in all good faith, “holding the mistaken belief as to what his duty was.” 
I agree with the learned judge. It seems to me that Mr. Lepine has made 
a mistake, and a grave mistake. In justification of him it may be said that 
every artifice was brought into play in order to deceive him, and to maintain 
the apparent responsibility and trustworthiness of Ellis & Co. But that 
does not discharge him from having put aside what I described to counsel 
for the appellant as the rule of the road applied with the proviso as to 
business rules and common sense. Therefore, Mr. Lepine would, prima 
facie, be liable in respect of that dereliction of duty.” 

Fox and Son v. Morrish, Grant & Co. is the most recent English case 
on the auditor’s duty to verify cash. Justice A. T. Lawrence, delivering 
the opinion, said: 

“The liability of the defendants turned on what they were employed to do. 
It had been urged by the defence that Mr. Grant was not employed to audit 
the accounts, and was therefore not responsible for the documents which 
he prepared. It was true that he was not employed as auditor fully and 
generally, but he was employed under a specific engagement, as the result of 
an interview between the plaintiffs and the defendants under which he was to 
check the books, and it was understood that it was not to be a full audit. 
There was no requirement on the part of the plaintiffs that the defendants 
should verify everything. The question was whether Mr. Grant was wanting 
in due care and skill in the performance of his duty in not having in any 
way checked the amounts appearing in the cash book as ‘cash in hand’ and 
‘at the bank.’ He made out' his balance sheets without taking any steps to 
ascertain whether those figures were correct. It turned out that Cranston, 
a dishonest clerk of the plaintiffs, ingeniously seeing that the bank pass 
book was not investigated, took advantage of that and played upon it. 

“The eminent accountants who had been called as witnesses on both sides 
endeavoured to give evidence as favourable as possible to the defendants. 
They had tried to mitigate the severity of the standard laid down by Mr. 
Matthews; but they did not achieve complete success. They had to admit 
that in the preparation of balance sheets the cash at bank and in hand must 
be stated, and in stating it one must either look at the pass book or get 
a certificate from the bankers; or if that was not done the client must be told 
that it had not been done. That was the real gravamen of the case as far as 
the defendants were concerned. Mr. Grant did not tell the plaintiffs that he 
was not doing this. He frankly admitted that he never had, as he was not 
bound to do so under the retainer. As to that, he was wrong. He agreed 
that the object of having the balance sheet drawn up was that Mr. Fox 
might know what his business position was; and it was impossible for him 
to know how matters stood without knowing what was the result in cash. 
All business was conducted for the purpose of producing cash. There was 
not a single word in the retainer or anything which passed between the 
parties, which relieved Mr. Grant from seeing that the cash was accurately 
stated in the balance sheet. If the pass book had been looked at it would 
have been found that what was stated to be at the bank was not at’ the 
bank; and if the bank pass book had been examined it would have been 
found that the figures in the books had been inserted by Cranston. 

“There was a clear default of duty on the part of Mr. Grant; though it was 
natural and easy for him to slip into it at the time. But there was nothing 
in the arrangement made which discharged him from the duty of seeing 
that when he made a statement on his balance sheet there was a foundation 
for it. It was a positive statement which was intended to be acted upon.” 


In the English case, Henry Squire, Cash Chemist, Limited, v. Ball, 
Baker & Co., 106 L.T. 197, 28 T.L.R. 81, it was held that, where a 
money-lender hired an auditor to investigate a borrower’s books in order 
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that the money-lender might ascertain the wisdom of advancing a loan 
to the borrower prior to the making of the loan which resulted in a loss 
to the money-lender, the money-lender would have to prove specific 
negligence on the part of the auditor and that such negligence was the 
proximate cause of the money-lender’s loss before he could recover. 

The McKesson and Robbins case, which undoubtedly constitutes one of 
the greatest frauds which has ever been perpetrated, also raised the 
question of the adequacy or otherwise of the usual steps taken by an 
auditor to verify the asset, stock-in-trade. 

Perhaps you might gain some idea of the magnitude of the fraud, if 
I tell you that the stock-in-trade was overstated to the extent of approxi- 
mately 9,000,000 dollars, and the book debts to the tune of about 
8,000,000 dollars. 

The manipulation was mainly brought about by establishing entirely 
fictitious firms by the names of W. W. Smith & Co. and Manning & Co., 
who acted as selling agents and bankers respectively. 

The Securities and Exchange Commission which investigated the 
case called as witnesses representatives of some of the largest firms of 
accountants in the United States. 

Such witnesses were all agreed on the point that in their opinion it 
was not an auditor’s duty actually to price the stock but only to see that 
it was priced “in accordance with generally accepted accounting prin- 
ciples.” 

Public opinion as regards this case was very severe in its criticism of 
auditors generally. The public had come to believe that auditors were 
cold-blooded, clairvoyant machine-men who could never be taken in. 
Therefore, when the news broke that in spite of annual audits, the presi- 
dent of McKesson and Robbins had been falsifying its accounts for years, 
the accounting profession found it had some explaining to do. “The 
public wanted to know whether auditors were worth their salt.” 

However, I believe that the profession in America intends (if it hasn‘t 
done so already) to do something about auditors’ duties as regards 
inventories of stock-in-trade. In 1939 the American Institute and the 
New York State Society issued a pronouncement that “corroboration 
of inventory quantities by physical checks should be accepted as normal 
audit procedure.” 

Mr. A. L. Blume, in an article in the Journal of Accountancy, sub- 
mitted summaries of various cases in which claims were asserted against 
public accountants. Here are a few of them: 





Case 1. A, an auditor, was employed to make an audit of X Corpora- 
tion’s books. The employer claimed that by reason of A’s negligent 
audits it suffered a loss of $150,000. It was claimed that A had failed 
to make any test of a certain account, the value of which was not 
clear from the entries, and had failed to point out that A had accepted 
that item as shown in the balance sheet on certificate of the manage- 
ment of the X Corporation. If A had called for supporting documents 
they would have disclosed that the account represented an actual loss 
and not an asset and should not have been treated as “accounts 
receivable.” The negligence cost the auditor in settlement the sum of 
$17,500, in addition to the cost to him of legal counsel. 


Case 2. A, an auditor, made audits of the books of X Corporation. 
Stockholders of the X Corporation brought suit to recover $6,000,000 
against the directors of the X Corporation and against A, the auditor, 

for their failure to disclose certain stock transactions between X and 

its subsidiaries. The complaint was based upon both fraud and 
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negligence. The case was dismissed, but legal fees of about $15,000 
were incurred. 


Case 3. The X Corporation made claim against auditors, whom they 
had employed, for the sum of $40,000. The X Corporation claimed 
that the auditors were negligent in auditing the X Corporation’s books 
because the auditors did not discover the defalcations of a bookkeeper 
over a period of four years. The auditors had failed to call for 
vouchers or other data substantiating book entries. Settlement was 
effected for $14,000. 


Case 4. A, auditors, were engaged by E, employer, to audit his books 
and records, which they did for a period of more than ten years. 
Throughout this period, one of the officers of E had been mis- 
appropriating funds of E, with the result that E went into bankruptcy. 
Trustee for E threatened to institute suit against A for approximately 
$10,000,000. The suit against the auditors was based upon breach 
of contract, breach of warranty, negligence, and fraud, claiming that 
the auditors had negligently and carelessly performed their duties in 
failing to discover numerous false entries in the books, and in failing 
to check inventories, daily deposit slips against the book entries, etc., 
and that as a result of such negligence and breach of duty, E con- 
tinued to employ the dishonest officer and declared large dividends out 
of capital. Such suit was settled for an amount in excess of $500,000. 
Another interesting extract from the same article is as follows: 

“Nor would the list of vexations and annoyances that plague the accountant 
be complete without mention of the infamous ‘strike suit’—that species of 
legal exaction that has become a curse to the profession. It is an action 
that is commenced without a scintilla of substance or truth to support it, 
and its sole object is to extort, under the guise of settlement, such an amount 
as will enable the auditor to purchase peace and freedom from unfavourable 
and possibly harmful publicity. Speaking of this type of action, Dr. Joseph 
J. Klein, former President of the New York State Society of Certified 
Public Accountants, member of the New York Bar, and associate professor 
of taxation in the College of the City of New York, stated somewhat as 
follows: 

“Recently, accountants have been confronted with a hazard theretofore almost 
unknown to them—the strike suit. A well-known attorney recently stated 
that in connection with every bond default and bankruptcy of a listed 
corporation, idle lawyers initiate investigations for the purpose of trying 
to build up a case against the accountants who issued the financial statement 
prior to default or bankruptcy, and that in such endeavour no great difficulty 
seemed to be experienced in securing the co-operation of ‘expert’ accountants. 

“The plaintiff in a strike suit cannot possibly hope to intimidate the defendant- 
accountant, much less to prevail upon the court, without the aid of ‘fake’ 
accounting testimony. There is little danger to the assisting accountant in 
the perjury statutes because it is almost impossible to convict for the giving 
of opinion testimony. It therefore follows that the profession must itself seek 
remedy and defence.” 


LIABILITY OF THE PuBLic ACCOUNTANT TO His CLIENT FoR LIBEL 


A defamatory statement is a damaging one, i.e., one which causes or 
tends to cause a person to be injured in his calling, ridiculed or held up 
to contempt. Before an action for libel can lie, it is necessary to prove 
that the defamatory writing was read by a third person and that the 
intended result of the defendant’s acts was publication of the writing to 
the injury of the plaintiff. 

The fact that a statement is true does not necessarily permit of its 
being published or otherwise brought under the notice of the public 
generally. However, where two or more persons are assembled and 
each has a pecuniary interest in the matter under discussion then the 
Occasion is considered a privileged one. 
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Actually the occasions which may invite libelous conduct on the part 
of public accountants are extremely rare. But here is one instance: 

In the case of Lawless v. The Anglo-Egyptian Cotton and Oil Coy. 
(1869) L.R. 4 Q.B. 262, the auditors of a company reported: “The 
shareholders will observe that there is a charge of £1,306/1/7 for 
deficiency of stock, which the manager is responsible for; his accounts 
as such manager in the company have been badly kept, and have been 
rendered to us very irregularly.” The directors’ report, with that of 
the auditors, was printed and circulated to the shareholders. It was 
held that it was the duty of the directors to communicate the report to 
all shareholders, that they had an interest in receiving it and that the 
communication was prima facie privileged. 


LIABILITIES TO THIRD PARTIES 


An auditor is primarily liable only to his principals, i.e., those who 
employ him. : 

The question sometimes arises whether an auditor has any liability at 
common law to third parties. He may, for example, have reported on 
the correctness of the balance sheet of a firm, and, owing to negligence, 
has failed to discover that the assets were greatly over-stated. A banker, 
on the faith of his report as to the correctness of the balance sheet, has 
advanced money to the firm, and has thereby suffered loss. The auditor 
would not be liable at law to the banker. Or, again, he may have reported 
on the correctness of a company’s balance sheet, and, through negli- 
gence, failed to discover that the position stated therein is considerably 
better than the actual state of affairs warrants. He may in this way 
have caused considerable loss to investors and other persons taking up 
shares on the strength of his report, but he would not be legally liable 
to them for any loss suffered. The position of an auditor would be 
different if he reported on the correctness of the balance sheet knowing 
that it was incorrect and did so with the intention that such balance 
sheet should be acted on by a third person. If the third party suffered 
loss under such circumstances the auditor would be liable. On the 
question of “intention” it should be remembered that a person is to be 
taken to have intended the natural and probable consequences of his 
acts and in this way his knowledge of the use to which his report is to 
be put may become material. 


REPORTS 


While we are on the question of “reports” I should like to make a 
few remarks concerning the basis of such reports. 

The opinions expressed in reports are arrived at only after a systematic 
examination of the books of account, etc. The link between the examina- 
tion of the records and report consists of the working papers. Many 
auditors, in attempting to produce consistently good working papers, 
have adopted the use ofj questionnaires, the prime object of which is to 
determine the extent and effectiveness of the client’s system of internal 
check. 

The auditor’s working papers, in addition to supplementary memo- 
randa relating to matters such as minutes, leases, contracts and other 
agreements, comprise the following: 

(1) A working copy of the trial balance and final accounts. 

(2) Schedules of balances of subsidiary ledgers. 

(3) Schedules and analyses, e.g., schedule of depreciation, bad debts, 


etc. 
(4) Adjustments for corrections in the client’s trial balance. 
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(5) Notes covering suggestions, criticisms and matters for further 

inquiry which the auditor wishes to make. 

(6) Copies of certificates, e.g., stock certificates, bank certificates, etc. 

(7) Completed audit programme and questionnaires as mentioned 

herein before. 

To sum up we might say that working papers are the auditor’s written 
record of the accounts analysed, and procedure followed by him, in the 
verification of the accounts, which papers then become the basis of the 
comments, statements and opinion presented in his report. 

Audit working papers serve several useful functions, but the one 
which I want to stress at the moment is that they provide valuable 
evidence in the event of litigation and in considering whether the auditor 
has in fact been negligent in the conduct of his duties. 

To sum up what we have been considering: to carry out his duties 
properly the auditor must— 

(a) Be well acquainted with the Memorandum and Articles of 

Association of the Company, also the Companies Act. 

(b) If necessary prepare a report to the shareholders concerning any 

irregularities or omissions located by him in the accounts. 

(c) Use reasonable skill. 

Naturally, before he can vouch the “true financial position” he must 
verify the existence of the assets and liabilities and check the incomings 
and outgoings of the cash. 

It has been decided that the auditor need not do certain things and 
the chief of them are: 


(a) Actually to take stock (Kingston Cotton Mills case). 
(b) To act as if a detective .. . (Kingston Cotton Cotton Mills case). 
(c) To give advice. In the London and General Bank case the 
decision was that “it was no part of an auditor’s duty to give 
advice either to the directors or shareholders as to what they 
ought to do.” 
An auditor should possess, not so much the ability of a mathematical 
genius, as the ability of a broadly trained business man with a clear 
understanding of business principles and company practice. 





Notice of Meetings 


By H. JAcKSON, A.I.C.A., A.I.1.S. 


One of the most important matters connected with meetings is the 
notice to be given to the directors or members. The Act itself contains 
very few provisions as to notice, so the matter is left largely to the 
articles of association. The regulations laid down by the articles 
should be drafted in a clear manner, and distinction is necessary between 
meetings of shareholders and directors. 

Firstly, meetings of directors will be regulated entirely by the articles 
of association. Table A of the New South Wales Act contains the 
following regulation: 

“The directors may meet together for the despatch of business, 
adjourn and otherwise regulate their meetings as they think fit.” 
The above is frequently adopted in a company’s own registered articles, 
and in such a case it is open for the directors to decide from time to tame 
as to when their next meeting shall take place, or they may pass a 
resolution stating that their meetings are to be held at regular periods. 
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When regular intervals have been fixed, either by resolution of the 
directors, or by the articles of association, it is not strictly necessary 
to forward a notice of the meeting to the directors. However, it is 
advisable in practice to forward a reminder of the date fixed. If the 
articles state that notice is to be given, then it must be sent to all directors. 
Subject to the articles of association the directors acting as a board will 
determine the time and place of meetings, but Table A and most articles 
provide that any director may summon a meeting. 

When necessary, notice must be given to all the directors, as a quorum 
can act validly only when a meeting is convened in the proper manner. 
If adequate notice is not given, proceedings at the meeting will be 
invalid (Harben v. Phillips, 1883, 23 ch., D.14). 

A director may waive notice of meeting if he knows that he will be 
unable to attend, but this fact must be communicated to the company. 
For example, if a director, on being told by the secretary that a meeting 
was to be held on a certain day, replied, “I cannot come,” this cannot 
be treated as a waiver of notice (Crewe, on Meetings). 

The articles may prescribe a certain number of days’ notice for a 
directors’ meeting, but if they are silent on this matter, reasonable notice 
is necessary. 

No hard and fast rules can be laid down on this subject, as everything 
will more or less depend upon the articles of each individual company, 
and the circumstances of each case; and in practice the regulations may 
be somewhat varied. For example, the articles of one company, known 
to the writer, contains the following on notice: 

“It shall not be necessary to give notice of a Directors’ Meeting 
to any director who is not within the state where the meeting is to 
be held, but notice of such meeting shall be given to any alternate 
director appointed.” 

The practice is sometimes adopted of sending out with the notice of 
a directors’ meeting a concise statement of the agenda paper, showing 
the business to be conducted. Although not legally necessary, the prac- 
tice has much to commend it. However, this will depend upon the wishes 
of the board ; they may instruct the secretary to send out agenda papers, 
or perhaps adopt the custom of stating on the notice any important or 
unusual business outside the scope of the routine matters dealt with at 
board meetings. It is important to remember that where the articles 
contain any provisions as to the form and contents of the notice, these 
must be complied with. A notice on the following lines, embodying a 
statement of important business, would be adequate : 





A COMPANY LIMITED 
Sydney, 
30th September, 1941. 


Notice oF Directors’ MEETING 


Notice is hereby given that a meeting of the Directors will 
be held at the Registered Office on the 15th October, 1941, 
commencing at 2.30 p.m. 

In addition to general business the reorganisation of the 
Factory and the possibility of opening a Victorian Branch will 
be discussed. 


J. Brown, 
Secretary. 
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In contrast to directors’ meetings, those of shareholders are dealt with 
more fully by the Act, apart altogether from the articles of association. 
The first general meeting of the shareholders is the Statutory Meeting. 

Section 93 of the New South Wales Act states that, “Every company 
limited by shares, and every company limited by guarantee and having 
a share capital shall within a period of not less than one month and not 
more than three months from the date at which the company is entitled 
to commence business, hold a general meeting of the company . 
called the Statutory Meeting.” 

It is further provided that, “The directors shall at least seven days 
before the day on which the meeting is held, forward a report to every 
member of the company . . . called the Statutory Report.” 

The latter provision refers to the report, and not the notice of the 
meeting, but it is usual to forward both together. Unless the articles 
provide otherwise at least seven days’ notice of the Statutory Meeting 
is required. 

The notice of the meeting will be drafted on the following lines: 





A COMPANY LIMITED 
Sydney, 
30th September, 1941. 


NoTIcE OF THE STATUTORY MEETING 


Notice is hereby given that the Statutory Meeting will be 
held at the Registered Office on the 10th October, 1941, com- 
mencing at 2.30 p.m. 


The Business of the Meeting will be: 
To discuss any matter relating to the formation of the 
company or arising out of the Statutory Report. 


A copy of the Statutory Report is attached. 
By order of the Board, 
J. Brown, 
Secretary. 











With the exception of the Statutory Meeting, the meetings of 
the shareholders will be the ordinary and extraordinary general meet- 
ings. The Act provides for seven days’ notice of general meetings 
(excepting one called to pass a special resolution) unless the articles 
say otherwise, and if they are silent on this matter, Table A, which is 
the same as the Act, will apply. When a special resolution is proposed 
21 days’ notice is necessary (unless all the members attend), irrespective 
of any contrary provision in the articles. 

It is usual for the articles to set out what is considered ordinary 
business, and to state that any other business, whether conducted at 
an ordinary or extraordinary general meeting, shall be special business. 
Generally the ordinary business of a company will consist of : 

(1) Consideration of the accounts and balance sheet. 
(2) Consideration of the Directors’ Report. 

(3) Election of Directors. 

(4) Appointment of Auditors. 

(5) Declaration of a dividend. 


This distinction between ordinary and special business has an im- 
portant bearing on the notice. 
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The notice convening a meeting to deal with special business should 
give full information as to the nature of the business to be transacted. 
No business other than that stated on the notice can be dealt with at 
the meeting. It is not necessary for all special business to be dealt with 
at an extraordinary meeting; provided the notice is sufficiently clear 
it may at times be conducted at an ordinary meeting. The important 
point is the statement of business on the notice and to say that “special 
business will be conducted” would not be a sufficient description. Again, 
it would not be sufficient to state that the remuneration to directors be 
increased, or that the capital be increased; the amount must be stated. 

It may be somewhat difficult at times to say what is or is not a sufficient 
description of special business, but it is not likely in the event of a 
dispute that the court would construe the notice in an excessively harsh 
manner. The matter was stated in Henderson v. Bank of Australasia 
as follows: 


“Tn cases of this kind it is settled that the notice which specifies the 
business to be done, or the objects of the meeting, is to be a fair notice, 
intelligible to the minds of ordinary men-—the class of men who are 
shareholders of the company and to whom it is addressed. The court 
does not scrutinise notices with a view to exercise criticism or to find 
out defects, but it looks at them fairly.” 





In a notice to convene a meeting to deal with special business, as for 
example a proposed resolution altering the articles, the wording of the 
resolution should be given, but it is not necessary for it to be passed in 
the same wording as given in the notice; the essential things being that 
the main features and sense of the resolution are maintained. 

Special business does not necessarily mean the passing of a special 
resolution, and in many cases an ordinary resolution will suffice. How- 
ever, in all cases where the Act states that a certain matter is to be decided 
by a special resolution, then only that type of resolution is sufficient. 

Following is an example of the notice calling the Annual General 
Meeting : 





A COMPANY LIMITED 
Sydney, 
20th September, 1941. 


» Notice or GENERAL MEETING 
Notice is hereby given that the Tenth Annual General Meet- 
ing will be held at the Registered Office on the 30th September, 
1941, commencing at 2.30 p.m. 
The Business of the Meeting will be: 
(1) To consider the Directors’ Report and the accounts for 
the year ended 30th June, 1941. 
(2) To elect Directors. 
(3) To appoint Auditors. 
(4) Declaration of a Dividend. 
(5) To transact any other business that may be brought 
forward under the Articles of Association. 
By order of the Board, 
J. Brown, 


Secretary. 
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The notice convening an extraordinary general meeting to consider a 
special resolution would be drafted on the following lines: 





A COMPANY LIMITED 
Sydney, 
30th September, 1941. 


Notice oF EXTRAORDINARY GENERAL MEETING 


Notice is hereby given that an Extraordinary General Meeting 
will be held on the 22nd October, 1941, at the Registered Office, 
commencing at 2.30 p.m. 


The Business will be to consider an alteration to the Articles 
of Association by proposing the following Resolution: 


“That the quorum for a general meeting of shareholders 
be reduced from ten to six members present in person.” 


By order of the Board, 
J. Brown, 
Secretary. 











Besides a statement of business to be dealt with a notice must conform 
to certain other requirements. It must be dated and must name the date 
of the meeting. It must be a definite notice, as one which is conditional 
is invalid. The time that the meeting is to commence must be shown. 
This is a matter for the discretion of the directors, but the time fixed 
must be reasonable and convenient to the members; a meeting called 
to commence at 12 o’clock midnight would be invalid. 

The number of days’ notice given must conform to the articles or to 
the Act, and clear days are inferred, excluding the day of service and 
the day on which the meeting is to be held. The point arises as to whether 
clear days means usual business days and this will probably depend on 
the length of the notice. In his book on Meetings, Crew expresses the 
opinion that “notice of seven days or over may include Sundays and 
holidays, but less than seven days Sundays and holidays are excluded.” 

A meeting must be convened and the notice issued on the proper 
authority. A secretary has no power to convene a meeting on his own 
initiative or on the request of a single director, the authority must be 
given by all the directors acting together. A notice issued by the secre- 
tary without this authority is invalid (Re Haycraft Gold Reduction Coy., 
1900, 2 Ch.), but it is possible for the directors to ratify this action any 
time prior to the date of the meeting. When a notice is issued on the 
authority of the board, and it is afterwards found that some directors 
were not validly appointed, the notice is not invalid on these grounds. 
The accidental meeting of two people (the necessary number for a 
quorum) is not a valid meeting, as it was not convened on the proper 
authority (Barron v. Potter, 1914, 1 Ch., 895). 

It is necessary that notice be sent to every member of the company, 
as failure to do so may invalidate all resolutions passed at the meeting. 
A member is entitled to attend meetings even if he cannot exercise a 
vote; for example, in those cases where the articles prohibit a member 
from voting if calls remain unpaid on his shares, he is still entitled to 
receive notice and attend the meeting. 
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Usually the articles contain regulations on the sending of the notice, 
similar to the provisions of Table A, which in the N.S.W. Act, are as 
follows : 


It is not necessary to give notice to the personal representatives of a 
deceased or bankrupt member, unless the articles so provide, or unless 
they have had the shares transferred to their own names and conse- 
quently are now members themselves. 

In an English case it was decided that a shareholder who was abroad 
need not receive notice; the Judge saying: “It seems to me that the Act 
has reference only to shareholders who can be reached by the ordinary 
English post and that in fact it was not necessary to serve notice on 
absent shareholders.” It is doubtful if serious illness would be a valid 
excuse for not sending a notice, even when it was known to the com- 
pany that the shareholder would be unable to attend. The member may 
have the right, under the articles, to appoint a proxy, and if he cannot 
attend through illness, he may desire to exercise that right for this par- 
ticular meeting. If notice is not sent, he will have no knowledge of the 
meeting and for all practical purposes his right to appoint a proxy will 
be denied. 

In the case of joint holders of shares it is usual to provide that notice 
shall be given to that member named first in the Register. 

Table A and most articles provide against omission to send notice 


shall not invalidate any resolution passed at such meeting.” 


Such a provision refers to accidental omission only ; and if the directors 
or secretary deliberately deprive a shareholder of his right to receive 
notice, there is no protection under the above regulation. 

The notice should be sent to the registered address of the member, 
or to any other address he has given the company for this purpose. 
Where he has no registered address or has not given any other, he 
cannot receive notice, unless the policy of advertising the notice in the 
press is adopted. The articles may provide for advertisement, or it may 
be left to the discretion of the directors. 

Generally the articles will state the method of giving notice, usually 
personally or by post. It is far better to send the notice by post and a 
careful record should be made of the date of posting, as this may be 
valuable in the event of any dispute. When notice has been sent by post, 
service is deemed to have taken. place by properly addressing the notice 
and prepaying postage ; and is deemed to have been effected twenty-four 
hours after posting. 

Quite often a meeting is adjourned to a fixed date and it is not neces- 
sary to give notice of the adjourned meeting, as an adjournment is only 
a continuation of the original meeting. It is important to remember 


can be transacted at an adjourned meeting. Where new business has 
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“Notice of every general meeting shall be given to: 

(a) Every member, except those members who (having no regis- 
tered address within the State) have not supplied to the com- 
pany an address within the State for the giving of notice to 
them ; and also to 

(b) Every person entitled to a share in consequence of the death 
or bankruptcy of a member, who but for his death or bank- 
ruptcy, would be entitled to receive a notice of the meeting.” 


shareholder by the following regulation: 
“The accidental omission to give notice as prescribed to any member 









no business, other than that left undone at the original meeting, 
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arisen, another notice should be given to the members. If a meeting is 
adjourned sine die (for an indefinite period) notice should be given as 
to when the meeting is to be continued. 

In all matters regarding notice the shareholders are presumed to 
know the memorandum and articles of association; and the notice must 
be read in conjunction with these documents. 





A Levy on Provisions for Depreciation 
By C. L. S. Hewirt, B.coM., A.C.A.A., A.1.C.A., A.A.LS. 


On 25th September, 1941, in Committee of Supply, the then Treasurer, 
during the course of his speech on the Budget, 1941-42, put forward 
a proposal to borrow from companies 20 per cent. of the yearly accretion 
to their Provisions for Depreciation. 

Had this measure been passed by Parliament, it would inevitably have 
provided company executives with a difficult problem in finding the cash 
to meet this new obligation. There are relatively few organisations which 
invest outside their business, and in that way earmark, a sum of money 
equal to the annual provision that is made in the Revenue Account for 
the renewal of plant. As with undistributed profits, amounts added to 
depreciation provisions are generally used within the business. 

This additional contribution to Government loans must have entailed 
a substitution of securities—a deferred asset—for some other item in 
the balance sheet—most probably it would have resulted in a reduc- 
tion in working capital. It could not be reflected in a variation in fixed 
assets since the replacement of these items is done only after a number 
of years and the possibility of realising any of these items to provide 
cash for Government securities is non-existent. 

With rising costs the maintenance of a constant volume of trading 
stock requires an outlay of evefi more money. Thus there would be little 
possibility of reducing the investment in stock to compensate for a forced 
loan to the Government. 

The other principal current asset is trade debtors. It may be possible to 
raise a certain amount of cash by restricting the terms of sale. However, 
if this is done generally, then the problem of finance becomes even more 
acute, since for any one firm the effect upon debtors and creditors would 
cancel. 

An alternative method of raising the necessary cash would be that of 
borrowing the money from the bank. This policy of borrowing money 
privately to re-lend it to the Government is not one that recommends 
itself to serious consideration. 

It can be seen that the provision of this ready cash by any of these 
means would involve serious dislocation to the capital structure of any 
firm. Is there no other course of action? There is that of dividend 
limitation. By reducing the cash dividends paid to shareholders, suffi- 
cient money can be realised to contribute the amounts required by the 
Government in compulsory loans and this would supplement the Govern- 
ment’s general policy of limiting the spending power of the community 
during the war. One interesting implication of this method is that it 
would result in an increase in the undistributed profits of the company 
and, as such, may be liable to further taxation. A levy, on the annual 
charge for depreciation, to be contributed to Government loans would 
thus raise far-reaching problems as to the source from which the money 
would be provided. In certain circumstances there is the possibility of it 
resulting in higher taxation upon profits. 
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Taxation Section 
Epitep sy J. A. L. GuNnN, F.1.C.A. 


SUGGESTED MovEMENT TOWARDS TREATING PRIVATE COMPANIES AS 
PARTNERSHIPS FOR PURPOSES OF INCOME TAX 


The income tax laws of Australia recognise the doctrine of “ability 
to pay” by levying tax on individuals at progressively increasing rates 
of tax until specified income limits are reached. 

To enable this principle of progression to be applied, the income of 
each individual taxpayer is aggregated wherever practicable and tax is 
levied at the rate appropriate to that aggregate income. For example, 
a taxpayer may derive income from (a) a profession; (b) from rents; 
(c) as a member of a trading partnership, and (d) as the life tenant of 
a trust estate. 

No problem arises concerning the income from the profession or 
from rents, because the taxpayer is not taxed on its total net income, 
but the taxpayer’s share of that net income is taxed in his hands at the 
rate appropriate to his total income. This is so whether his share of 
the income is paid to him in cash during the year or whether it is wholly 
or partly reinvested in additional trading stock, new plant and the 
like. Wherever practicable, the same thing is done in the case of a 
beneficiary in a trust estate. Where the beneficiaries are presently 
entitled to the income and are not under a legal disability, the trustee 
is not assessed on the trust income, but each beneficiary’s share of the 
trust income is added to his income from other sources and is taxed at 
the rate appropriate to his total income. 


Example : 
A taxpayer derives— 
Net income from profession .. .. .. .. .. .. £1,970 
eee GR GEE o's nc oe ce Ss we 09 02 865 
One-half share of net income of partnership .. .. ‘1,521 
One-quarter interest in trust estate .. .. .. .. 267 





£4,623 





Tax is levied on £4,623 at the rate applicable to that income. 

Companies and their shareholders have not been treated in the above 
manner, for many reasons. In the beginning, companies were brought 
into existence for the purpose of operating large-scale concerns such as 
canals, railways, utilities, etc., the capital necessary for these under- 
takings being far beyond the resources of a single person or group of 
persons. As ownership was divorced from control it was recognised 
that a limit should be placed on the liability of the owners of the com- 
pany. The company became a separate legal entity, carrying on its 
own activities. Control was vested in directors elected by the owners. 
Had joint stock companies developed exclusively along these lines the 
argument for taxing them as separate entities would have been irre- 
sistible. 

In the beginning of company life no particular problem presented 
itself so far as their taxation was concerned. In England, the home of 
the joint stock company as we know it, income tax was levied at a flat 
rate on all persons, whether individuals or companies, on the income 
actually received by them. (The flat rate was made degressive in the 
case of individuals where family responsibilities existed.) 
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It was recognised, however, that to tax income in the hands of a 
company and to tax it again in the hands of shareholders was to levy 
taxation twice on the same income. Rough justice was achieved by a 
simple device. The English Governments of the last century were 
S realists and adopted the system of taxation at the source, wherever 
practicable. They applied it to companies. A company was taxed direct 
at the standard flat rate of tax on its profits. When paying a dividend 
to its shareholders, the company deducted tax at the standard rate from 
the dividends, and thus recouped itself to the extent of the tax on that 
; part of its profits distributed to its shareholders. If a shareholder, by 
reason of the size of his total income or because of his family responsi- 
bilities, was not liable to pay tax at the standard rate, he applied for 
and received a refund from the Revenue authorities of the difference 
between his appropriate tax, if any, and the tax deducted by the com- 
pany at the source. This system continues in force in England to 
this day. 

Australia, on the other hand, did not, in the main, adopt the system 
of taxation at the source. As previously stated, income tax is imposed, 
wherever possible, directly on the individual, based on the amount 
disclosed in his annual declaration of his total income and is levied at 
the progressive rate applicable to that total income. 

At the inception of Commonwealth income tax an endeavour was 
made to apply this system, as far as practicable, to the incomes of 
companies. A company was required to state its annual total taxable 
income, but it was allowed a deduction of all dividends paid within a 
stated period out of that income. The dividends so received by the 
shareholders were taxed in their hands at the progressive rates applicable 
to their total income. But the system could not stop here, otherwise the 
undistributed incomes of companies would remain untaxed. Tax was 
levied on this undistributed jncome at a flat rate, commencing at 1/6 
in £ in 1915. This rate was increased during the last war until in 1920 
it reached 2/8. If income was taxed in the hands of the company and 
was later distributed, the shareholders received a rebate in respect of 
the prior tax paid by the company. 

Whilst the above system was rich in equity, it proved very compli- 
cated. The system was changed in 1923. From then onwards a company 
became liable to tax at a low flat rate on the whole of its taxable income, 
i.e., with no deduction in respect of dividends paid by it. The share- 
holders, until recently, received a rebate in respect of dividends included 
in their individual assessments. In 1939, the rebate was denied to non- 
resident companies which received dividends from Australian companies. 
In 1940, the Commonwealth Parliament abolished the dividend rebate 
as regards all individuals, whether resident or non-resident. Thus only 
resident companies are now allowed the rebate. 

The arguments, practical and ethical, in favour of the abolition of 
the dividend rebate to individuals were: 

(a) The pressing needs of the revenue. 

(b) Although there was double taxation, there was nothing inherently 
wrong in taxing income more than once. A private secretary 
does not escape tax because her employer is denied a deduction 
of the salary paid to her. A householder receives no deduction 
for rent paid by him, but the landlord is assessable on it. Large 
sums of interest are taxed in the hands of the recipient, in 
respect of which no deduction is allowed to the payer. The 
basic principle is that each separate person, whether natural 
or created by the law, should pay tax on his or its income. 
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(c) A shareholder in a public company played no part in the gaining 
of its income. He was simply an investor who looked for a 
return on his money. If an investor sought the security and 
lower yield from debentures, he received no concession by way 
of rebate in his tax assessment, and there was no justification 
for placing the shareholder in a position different from that of 
the debenture holder or other rentier. 

(d) The rebate was inequitable in that it was at the shareholder’s 
own rate or the standard company rate, whichever was the less. 
Therefore, a shareholder with a small income chargeable at a 
rate less than the company rate received a sum equal to his own 
rate, whereas a shareholder with a larger income received the 
rebate at the full company rate. Justice required that all share- 
holders should receive the full rebate at the company rate even 
if this involved a refund of tax in many instances, but the needs 
of the revenue would not permit justice to be done. 

(e) Whatever arguments existed in favour of granting a rebate to 
ordinary shareholders, there was no justification for allowing 
the concession to preference shareholders who received their full 
dividend without any deduction in respect of the tax paid by the 
company. 

It is necessary now to consider another aspect of the taxation of 
companies and shareholders. As previously stated, the Commonwealth 
Act of 1923 imposed a low flat rate of tax on the whole of the taxable 
income of a company. The flat rate was 1/- in £. Dividends paid out 
of the taxable income were taxed at the shareholders’ individual rate 
less a rebate up to 1/- in £. This method of taxation, if it stopped there, 
would have had one great flaw. It would have permitted companies to 
build up reserves out of undistributed profits which had suffered tax 
at only 1/- in £. This would have been an injustice to other classes of 
taxpayers. As a consequence, the Commonwealth Act contained a 
provision empowering the Commissioner to determine what was a 
sufficient distribution and to levy tax on the company in respect of the 
amount by which the actual distribution, if any, fell short of a sufficient 
distribution. The tax on this undistributed amount was calculated by 
ascertaining what additional tax each shareholder would have paid if 
he had received a dividend equal to his share of the undistributed 
amount. Where a company distributed two-thirds of its distributable 
income it escaped this furthur tax. The scheme was unsatisfactory in 
that it provided loopholes to escape the additional tax. One of the 
devices was to form a chain of holding companies each of which in 
turn distributed two-thirds of its income to its successor until the 
ultimate individual shareholders received a small fraction of the original 
company’s profits sufficient for their needs. The net result was that 
unwanted undistributed amounts of income were left in the chain of 
companies for reinvestment, having suffered Commonwealth income 
tax at only 1/- in £. 

This unsatisfactory state of affairs was remedied by the amending 
Act of 1934. In the first place the taxation of undistributed profits was 
restricted to private companies. In theory these provisions had pre- 
viously applied to all companies, but only in a very few cases was the 
special tax on undistributed profits imposed on a public company, 
because of the enormous amount of work involved in ascertaining what 
additional tax each shareholder would have paid if a sufficient distri- 
bution had been made by the company. 

Again, the provisions were made automatic. Starting with the taxable 
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income, a deduction was allowed of certain items, including all Com- 
monwealth income tax paid during the year. The residue was called 
the distributable income. A sufficient distribution of the distributable 
income was: 


(a) where the company was an investment company—the whole of 
its distributable income ; 
(b) where the company was not an investment company— 
(i) the whole of any dividend received from another private 
company ; 
(ii) two-thirds of the remainder of its distributable income. 
This was a step towards bringing the taxation of private companies 
and partnerships closer together, but the following differences still 
remained : 


(a) In the case of a partnership the partners are assessed on their 
respective shares of the partnership net income. To the extent 
that the partnership income is income from personal exertion it 
is treated as income of that class in the hands of the partners. 
Where the partnership derives income from property, each 
partner’s share of such income is taxed in his assessment at the 
higher rate applicable to income from property. 

In the case of a private company, the salary drawn by a 
director is treated as income from personal exertion, irrespective 
of the composition of the company’s income. The Act, however, 
contains provisions which enable the Commissioner to treat 
excessive salaries as dividends. The balance of the income, after 
allowing reasonable salaries to directors, is taxed at a flat rate 
direct against the company. 

In addition, shareholders are taxed at their individual property 
rates in respect of dividends actually received by them and the 
company is taxed at the shareholders’ appropriate property rates 
on the difference between what is defined as a reasonable distri- 
bution to the shareholders and what they actually got. Until 
last year the dividend rebate was allowed in both sets of assess- 
ments, in recognition of the primary tax paid by the company. 

(b) The members of a partnership are allowed a deduction in their 
Commonwealth assessments of State income taxes paid. So also 
are companies and shareholders. 

On the other hand, the members of a partnership are, in no 
circumstances, allowed a deduction in the Commonwealth assess- 
ments of Commonwealth income tax paid. Shareholders are also 
treated in the same way. 

However, for the purpose of calculating the additional tax 
payable by a company on its undistributed income, a deduction 
is allowed not only of Commonwealth ordinary income tax paid 
in the year of income but also of any Commonwealth tax paid 
during the year on the undistributed income of the company. 

(c) The whole of the partnership income is taxed at the progressive 
rates applicable to the partners. Until last year a sufficient 
distribution of a non-investment private company was two-thirds 
of its distributable income except dividends received from another 
private company. Thus a trading company could retain up to 
one-third of its distributable income without suffering the 
additional tax levied on private companies which do not make 
a sufficient distribution of their distributable income. 

The amending Commonwealth Act of 1940 made the following 

important changes in the law relating to companies: 


D 
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(a) The dividend rebate was abolished, except in the case of divi- 
dends received by a resident company. 

(b) All private companies, whether investment companies or trading 
companies, are required to distribute the whole of their dis- 
tributable income; otherwise they will be called upon to pay the 
further tax at the shareholders’ rates on the amount by which 
the actual distribution, if any, falls short of the distributable 
income. 

The following over-simplified example illustrates the present differ- 

ences between: 

(a) the Commonwealth taxation of members of a partnership; and 

(b) the Commonwealth taxation of a company and its shareholders. 

N.B.: The example is over-simplified because, as the law stands at 

present, State income taxes paid are an allowable deduction to all tax- 
payers. For the sake of brevity and clarity this concession is ignored 
in the following calculations : 

The trading profits are £6,000, divisible equally between two indi- 

viduals— 
Business carried on as a partnership 











Partner A 
Assessable and taxable income 4 of £6,000... .. .. .. = £3,000 
Commonwealth income tax payable at 1940 rates .. .. = £1,125 
OG od ne derns d0-he GbSe GOr¥s Werks 1,125 
Total taxes payable on £6,000 .. .. .. .. .. «2 «. «. £2,250 





Business carried on as company 
The two owners each draw £1,000 a year as salary and these sums 
are allowed by the Department. The balance of the profits are drawn 
during the year as dividends. 
Company 
NRE eer eee re a ee a 
Less salaries paid to directors .. .. .. .. .. ss «- -- 2,000 





Taxable income of company .. .. .. .. «+ «2 es oe «- £4,000 








Ordinary Commonwealth income tax on £4,000 at 2/- 


Shareholder A 
Salary (Personal Exertion) .. .. .......... £1,000 
Sees UPUUUUET) 20 0s 60 ce se 00, 00 oe. 


ES I > are. co: ue. oR tuae Sek Kas eciten 








Commonwealth income tax payable at 1940 rates on 
DNs as US $4 44-96 a6 Hh 66, tee bee ee, are 


Shareholder B 
SEG, EL, se We nk Se Be ga eh oe ca cn. ee 








The difference of £500 between the two sets of assessments is made 
“ip of: 








Neer OF “~sSws TlC 


BE Ne Nee 


noel ww 
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Difference between personal exertion rates and property 
rates on the dividend of £4,000 . £100 
The primary tax on the company and the denial of the divi- 
dend rebate to the shareholder .. .. .. .. .. 2s es 


4 


£500 








{n the above example the whole of the taxable income was distributed 
as dividends. Let us now examine the position where the directors are 
content to receive their salaries only, and to leave the rest of the profits 
in the business. 


Company 
.. SEL ee Se loa! Ae"RS Wale be leas 
Less salary to directors ju Sew eF es bs OO Ne ee ae 
Taxable OE a ee 





Ordinary Commonwealth income tax on £4,000 at 2/- in £ £400 
Shareholder A 


Be I 6k a we: wa: 00 60. a0 66 68 Se 167 
Shareholder B 
oc ee oe 167 


To this must be added the tax on dle entiedeial: income 
of company calculated as follows: 











Taxable income of company .. .. .. .. .. £4,000 
Less: Ordinary Commonwealth income 
tax paid, say .. .. £400 
Commonwealth tax on undistributed 
profits of previous year, say .. .. 1,200 
—— 1,600 
Undistributed amount .. .. .. .. .. .. .. £2,400 
The tax that A and B would have paid if they had received 
the £2,400 as a dividend amounts to .. .. . da 1,198 
£1,932 








The difference of £318 in favour of the company and its shareholders 
in this case as against the partners is made up as follows: 


Allowance of Commonwealth taxes paid £1,600 .. .. .. £800 
Less: difference between personal exertion and property 
rates on the notional dividend . 
Primary tax on the anny and denial of rebate to 
shareholders .. .. .. .. . 
— 482 





£318 








If it is accepted as a principle that, so far as is practicable, an indi- 
vidual or partnership should not gain or lose by turning a business into 
a private company, then the following changes in the Commonwealth 
law are required: 

(a) Commonwealth taxes paid (both ordinary income tax and tax 
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on undistributed income) should not be allowed as a deduction 
in calculating a company’s distributable income. This applies to 
all other deductions so allowable in the present Act. In other 
words the distributable income should be the same as the taxable 
income. 
(b) The dividend rebate should be restored to shareholders of private 
companies. 
The recent trend of Commonwealth income tax legislation is towards 
differentiation between public and private companies. 
As previously stated, private companies suffer two Commonwealth 
income taxes: 

Tax on the whole of the taxable income at a flat rate. 

Tax on the undistributed income at the shareholder’s rates, which 
may be the maximum rates payable. 

Public companies pay the following taxes: 

Tax on the taxable income at a flat rate (this is the only tax really 
in common with those imposed on private companies). 

Tax on the undistributed income, but a flat rate (at present 2/- in 
£, which is low in relation to the rates of most individual share- 
holders). 

The higher of the two taxes— 

(a) a super tax of 1/- in £ on all taxable income in excess of 

£5,000; or 

(b) war-time (company) tax. 

As already pointed out, the public company is in fact, as well as in law, 
a separate entity and there is no good reason why it should not be so 
treated for taxation purposes. In most cases, the private company 
corresponds more closely to a working partnership, and there are strong 
arguments for treating it and its members accordingly. It is not possible 
at this juncture to make the complete change, but the adoption of the 
above recommendations will be a long step in the right direction. 


ProposeD COMMONWEALTH Rates OF INCOME Tax, 1941-42 


The following are the Commonwealth rates of tax to be imposed upon 
incomes derived during income year ended June 30, 1941, or substituted 
accounting period, as announced by the Commonwealth Treasurer: 


Income from Personal Exertion 
(a) If the taxable income does not exceed £400 the rate of tax is 16d. 
in £. 
(b) If the taxable income exceeds £400 but does not exceed £2,500, 
the rate of tax is 


16 + Taxable income a 400. in £. 


(c) If the taxable income exceeds £2,500 the rate of tax is— 


On first £2,500 = 8/4 in £. 
On remainder of taxable income = 16/8 in #£. 

The 1941-42 rates are to be exactly the same as those imposed for 
1940-41 on personal exertion taxable incomes up to £1,500, tax on an 
income of £1,500 being £375. 

With regard to personal exertion taxable incomes in excess of £1,500, 
the 1940-41 rates were: 
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5/- in £ on first £1,500. 
10/- in £ on remainder. 


The proposed 1941-42 rates continue the progression beyond the 
previous £1,500 limit by 1/25th of a penny for every additional £ from 
£1,500 up to £2,500, on which the rate will be 8/4 in £. All personal 
exertion income in excess of £2,500 will bear 16/8 in £. 

For incomes from £1,500 to £2,000 from personal exertion the increase 
of Commonwealth income tax is small : 


1940-41 1941-42 

rates rates 
£1,600 £425 £426 13 4 
1,700 475 481 13 4 
1,800 525 540 0 0 
1,900 575 601 13 4 
2,000 625 666 13 4 


For personal exertion incomes between £400 and £2,500 the rate of 
tax can be obtained by multiplying the taxable income by 4, and dividing 
it by 100. Thus the rate of tax on a personal exertion income of £1,800 


is 72d. and the tax payable is £540, as above. 
For personal exertion incomes in excess of £2,000 the rate of tax is 


substantially increased : 


1940-41 1941-42 

rates rates 
£2,200 £725 £806 13 4 
2,400 825 960 0 0 
2,500 875 1,041 13 4 
2,600 925 1125 0 0 
3,000 1,125 1458 6 8 
3,500 _ 1,375 1875 0 0 
4,000 1,625 2,291 13 4 
4,500 1,875 2,708 6 8 
5,000 2,125 3,125 0. © 
6,000 2,625 3,958 6 8 
7,000 3,125 4,791 13 4 
10,000 4,625 7,291 13 4 
15,000 7,125 11,458 6 8 
20,000 9,625 15,625 0 0 
40,000 19,625 32,291 13 4 


For personal exertion incomes over £2,500 the tax may be ascer- 
tained by subtracting £1,250 from the taxable income and extending the 
remainder at 16/8 in £ = 

(a) Taxable income £3,000 
Deduct 1,250 


£1,750 at 16/8 = £1,458 6 8 


(b) Taxable income £40,000 
Deduct 1,250 


£38,750 at 16/8 = £32,291 13 4 














Income from Property 
(a) If the taxable income does not exceed £400 the rate of tax is 20d. 
in £. 
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(b) If the taxable income exceeds £400 but does not exceed £2,000 the 
rate of tax is :— 
Taxable income—£400 
20 + d. in £. 
20 
(c) If the taxable income exceeds £2,000 the rate of tax is— 
On first £2,000 = 8/4d. in £. 
On _ remainder 
of taxable in- 
come... .. .. = 16/8d. in £. 
There is no change in the 1941-42 rates in respect of taxable incomes 


from property up to £1,200. 
With regard to property incomes in excess of £1,200 the 1940-41 rates 


were— 





5/- in £ on first £1,200. 
10/- in £ on remainder. 


In the 1941-42 rates the progression, which for property incomes is 
1/20th of a penny per £, will be continued beyond its previous stopping 
point of £1,200 up to £2,000 on which the rate will be 8/4d. in £. All 
property income in excess of £2,000 will pay 16/8d. in £: 


1940-41 1941-42 

rates rates 
£1,400 £400 £408 6 8 
1,800 600 675 0 0 
2,000 700 833 6 8 


For property incomes between £400 and £2,000 the rate of tax can be 
obtained by multiplying the taxable income by 5, and dividing it by 100. 
Thus the rate of tax on a property income of £1,800 is 90d. and the tax 
payable is £675, as above. 

For property incomes in excess of £2,000 the tax may be ascertained 
by subtracting £1,000 from the taxable income and extending the 
remainder at 16/8d. in £. 

(a) Taxable income £3,000 
Deduct 1,000 


£2,000 at 16/8d. in £ = £1,666 13 4 


(b) Taxable income £20,000 
Deduct 1,000 


£19,000 at 16/8d. in £ = £15,833 6 8 

















Composite Incomes 


With respect to incomes of £2,500 and over the difference between 
the taxes on personal exertion and property incomes is constant at 
{€208/6/8. 

. The following is a short cut for the calculation of Commonwealth 
income tax on composite incomes in excess of £2,500: 

Calculate the weighted average of £1,250 and £1,000, multiplied by the 
taxabie income from personal exertion and property respectively, deduct 
it from‘the total taxable income, and extend the remainder at 16/8d. in é. 

Example: Personal exertion £3,000; Property £2,000; total taxable 
income, £5,000. 
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3 X 1,250 = 3,750 























2 x 1,000 2,000 
5 at 1,150 = 5,750 
Temshis income... .-»-«»- 2a000 
ER eS ee ee 1,150 
£3,850 
Tax payable, £3,850 at 16/8d. in £ = £3,208/6/8. 
Proof: 
Personal exertion rate— 
£2,500 at 100d. = £1,041 13 4 
2,500 at 200d. = 2083 6 8 
£5,000 at 12/6d. = £3,125 0 O 
Property rate— 
£2,000 at 100d. = £833 6 8 
3,000 at 200d. = 2,500 0 0 
£5,000 at 13/4d. = £3333 6 8 


Calculation of tax— 
Personal exertion £3,000 at 12/6d. £1,875 0 O 
Property 2,000 at 13/4d. 1,333 6 8 


As above £5,000 £3,208 6 8 








Taxes Payable By Companies 


rw ordinary income tax has been increased from 2/- to 
- in £. 

Tax on undistributed incomes of non-private companies remains the 
same, viz., 2/- in £. 

Tax on interest paid by company to non-residents has been increased 
from 2/- to 3/- in £. 

Non-private companies continue to be liable to the super tax of 1/- 
on all taxable income in excess of £5,000. 


IMPORTANT AMENDMENTS TO COMMONWEALTH LAW 
RELATING TO TAXATION OF DIVIDENDS 


The Bill to amend the Commonwealth Income Tax Assessment Act 
provides for the withdrawal of certain important concessions hitherto 
enjoyed by shareholders of companies. 


Dividends Received from ex-Australian Companies 


Section 44 (2) (a) of the Commonwealth Act provides that the assess- 
able income of a shareholder shall not include dividends received from 
a company that does not carry on business in, or derive income from 
sources in, Australia. 

The amending Bill contains provision for the repeal of S. 44 (2) (a). 
Thus (possibly subject to S. 23 (q) referred to below) residents of 
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Australia will be assessable on all dividends from ex-Australian com- 
panies received on and after July 1, 1941, or commencement of sub- 
stituted accounting period. 

The relevant portion of S. 23 (q), as amended by the 1941 Bill, pro- 
vides for the exemption of “income derived by a resident from sources 
out of Australia, where that income is not exempt from income tax in the 
country where it is derived and the Commissioner is satisfied that the tax 
has been or will be paid.” The words in italics are proposed to be 
inserted by the 1941 Bill. 

The official viewpoint is that S. 44 is a specific code for the taxation 
of dividends, and overrides the general provisions of S. 23 (q). On 
this view, a resident of Australia is, in accordance with S. 44 (1), 
assessable upon dividends received by him from a company out of profits 
derived by it from any source, subject only to those exceptions contained 
in S. 44 (2) which will remain after the amendment. 

I am in complete agreement with the intention of the draftsman, 
because if S. 23 (q) applied to overseas dividends many anomalies would 
arise, and the purpose of the amendment would be defeated. 

I am in some doubt, however, as to whether the draftsman has achieved 
his intention, but I feel that if he has failed, the suggested defect will 
be retrospectively remedied without hesitation. 





Dividends Received from English Companies 


The following passage appears at p. 287, paragraph [546], of the 
“Income Tax Laws of Australia” : 

“Under the English Act the profits and gains of a company are 
assessed in its hands prior to distribution. Upon distribution the com- 
pany is authorised, but not required, to deduct from the dividend the tax 
that would be payable upon the dividend. The company does not account 
to the revenue for the amount deducted, as it pays tax direct as a primary 
taxpayer on its profits. Rule 20 of the All Schedules Rules enables the 
company to deduct, not a proportion of the tax charged on the profits or 
gains out of which the dividend was paid, but the tax appropriate to the 
dividend. This expression means the tax at the standard rate on the 
gross amount of the dividend paid by the company, and not a propor- 
tionate part of the tax paid by the company in the year in which the 
dividend is distributed (F. H. Hamilton v. I.R. Comrs. (1931), 16 Tax 
Cas. 213). 

“Where a dividend received from an English company is assessable 
income under the Commonwealth or State Acts, it must be included at 
the net amount actually paid by the company to the taxpayer, and not at 
an amount increased by an addition thereto in respect of British Income 
Tax (Jolly v. F.C. of T. (1934), 50 C.L.R. 131; 2 A.T.D. 362). The 
net amount so received must be translated into Australian currency 
(S. 20).” 

In the last mentioned case, Dixon J. explained the English system as 
follows : 

“The liability of the company to assessment upon its profits is not that 
of a representative or agent but of a principal. Its legal personality is as 
separate from that of its members for the purpose of the income tax as 
for any other purpose. Notwithstanding earlier judicial statements to 
the contrary, it is now clear that it does not pay the tax on behalf of its 
shareholders, that the description ‘agent’ is inappropriate, and that it is 
an independent taxpayer. . . . The company is enabled to recoup itself 
by the deduction . . . but it need not do so. . . . Because what it is 
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authorised to deduct is the standard rate of tax upon the dividend, and 
not the tax which it has paid upon the profits divided, the company does 
not recoup itself exactly. Although the tax paid by the company and 
the tax deducted from its shareholders may not be equivalent, the system 
is employed even if at times it yields some profit to the company. The 
shareholder is not paying by deduction an aliquot part of the taxation 
imposed upon the company .. .” 

I am of opinion that, so far as United Kingdom ordinary income tax 
is concerned, a dividend received by a resident of Australia from an 
English company is not exempt under S. 23 (q) of the Commonwealth 
Act, and this is so whether or not S. 23 (q) overrides S. 44. This 
opinion is based on the argument that, as the company pays United 
Kingdom income tax, the dividend actually received is immune from 
United Kingdom ordinary income tax in the hands of the shareholder. 


Dividends Paid Out of Exempt ex-Australian Profits 


Section 44 (2) (b) (i) provides that the assessable income of a 
shareholder shall not include dividends paid wholly and exclusively out 
of certain sources, including “the amount remaining after deducting 
from income derived from sources out of Australia (not being income 
which, under this or the previous Act, is or has been assessable income 
of the company ) any losses or outgoings incurred in gaining or producing 
that income which would have been allowable deductions if that income 
had been assessable income.” 

It is proposed, by the amending Bill, to withdraw this concession, so 
that dividends paid wholly and exclusively out of exempt ex-Australian 
profits will be assessable if received on and after July 1, 1941 (or com- 
mencement of substituted accounting period), by a shareholder who is a 
resident of Australia. 


Dividends Paid Out of Capital Profits 


Section 44 (2) (b) (ii) of the Commonwealth Income Tax Assess- 
ment Act provides that the assessable income of a shareholder shall not 
include dividends paid wholly and exclusively out of certain sources, 
including “profits arising from the sale or compulsory resumption for 
public purposes of assets not acquired for the purpose of resale at a 
profit.” 

Provision is also made for the repeal of this exemption, so that divi- 
dends received on and after July 1, 1941 (or commencement of substi- 
tuted accounting period), which have been paid out of capital profits will 
be assessable for, purposes of Commonwealth income tax. If the share- 
holder is a resident, he will be assessable in respect of dividends paid out 
of Australian and ex-Australian capital profits. If he is not a resident of 
Australia, he will be assessable on dividends paid out of capital profits 
derived by the company from sources in Australia. 

The following is an extract from the Commonwealth Treasurer’s 
second reading speech : 

“The principal amendment effected by the Bill is that which discon- 
tinues the exemption hitherto allowed to resident shareholders on divi- 
dends paid by companies out of exempt ex-Australian profits. 

“In general, the practice of exempting shareholders on dividends paid 
out of exempt profits of the company is based on the theory that the 
profits of the company are the profits of the shareholders. English cases 
decided in recent years do not support this theory and, largely influenced 
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by those judgments, the Commonwealth discarded the theory last year by 
the abolition of the rebate of tax formerly allowed on dividends included 
in the taxable income of the shareholder. 

“On this subject the Royal Commission on Taxation (1932-1934) 
observed, at paragraph 90 of its report, that ‘income may be exempt in 
the hands of the company receiving it, but when that income is merged in 
the general pool of profits of the company and paid out as a dividend to 
a shareholder, it should not retain its exempt character. This is the 
practice in Great Britain, Canada and the United States of America, and 
there appears to be no sound reason why it should not be adopted in 
Australia.’ 

“Apart from the foregoing considerations, the existing rebates give 
rise to anomalies as between shareholders, some of whom are required 
to pay tax on the whole of the dividends they receive, while others enjoy 
total or partial freedom from the tax. 

“Tt is therefore proposed to bring within the taxable field the dividends 
paid by companies out of their exempt ex-Australian profits, and to apply 
the same principle to dividends paid by companies out of profits arising 
from the sale, or compulsory resumption for public purposes, of capital 
assets of the company.” 


DivipENDs Parp Out ofr COMMONWEALTH LOAN INTEREST 
Proposed Repeal of S. 45 


As recommended in the Australian Accountant of April, 1941, pp. 98-9, 
the Amending Commonwealth Income Tax Assessment Bill contains a 
provision for the repeal of S. 45 of the Principal Act. 

In support of this amendment the Commonwealth Treasurer said : 

“It is proposed to repeal section 45 of the Principal Act. That section 
provides that any portion of the Commonwealth Loan Interest contained 
in a dividend shall be free of income tax to the same extent as that 
interest itself is in the hands of the recipient company. 

“When the law was being amended in 1932 to grant the concession, it 
was stated that the amendment was the logical extension of section 20 of 
the Commonwealth Debt Conversion Act, which would be partly nullified 
if the concession were not extended to shareholders. 

“As stated by the Royal Commission on Taxation 1932-1934, which 
considered the subject, an undertaking was given in 1931 to persons who 
agreed to convett their loans, firstly, that the interest on Commonwealth 
loans which, by the terms of the prospectus, had been issued free of tax, 
should continue to be free of tax during the balance of the period for 
which they were issued, and, secondly, that in respect of loans converted, 
the rate of tax payable in any subsequent year should not exceed the rate 
of tax payable in 1930. These undertakings did not extend to dividends 
paid out of such interest. 

“The Government is in complete accord with the Royal Commission’s 
view that the concession applies only to the interest in the hands of the 
company which receives the interest as such, and that there is no justi- 
fication whatever for the acceptance of the proposition that the concession 
should be extended still further and carried as far as the dividend paid 
out of that interest. The result is that the company receives a concession 
in that it pays only 1/4 on the interest instead of the proposed ordinary 
rate of 3/-, and the shareholder pays the rate applying in 1930-1931 
instead of the current rate of tax which is considerably higher than the 
rates operating in that year. Moreover the High Court of Australia has 
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decided that income received by a company loses its identity as such 
when paid away in the form of a dividend to its shareholders. 

“Whatever view a previous Government may have held on this matter, 
the present Government has no hesitation in limiting the concession to the 
company receiving the interest. Shareholders will accordingly be 
assessed on their dividends at the ordinary rate applicable to dividend 
income. The law will now revert to the position as it existed when the 
loans were converted in 1931.” 

The amendment will first apply to dividends received during income 
year ended June 30, 1941, or substituted accounting period. 


TRUSTS FOR UNMARRIED MINORS 


It is proposed to widen S. 102 of the Commonwealth Income Tax 
Assessment Act so as to provide that where a person has created a trust 
in respect of any income or income-producing assets and income is, under 
that trust, in the year of income, payable to or accumulated for, or applic- 
able for the benefit of a child or children of that person who is or are 
under the age of 21 years and unmarried, the Commissioner may assess 
the trustee to pay income tax under S. 102, and the trustee shall be liable 
to pay the tax so assessed. 

The amount the trustee will be called upon to pay under S. 102 is the 
difference between the settlor’s actual tax and the tax he would have paid 
if he had retained the settled property. 

The proposed amendment applies to income year ended June 30, 1941, 
and subsequent years. 

Similar provisions are contained in the Acts of New South Wales, 
S. 129; Victoria S. 97 ; Queensland S. 33 (10) ; South Australia S. 117; 
Western Australia S. 103; and Tasmania S. 75. 


ABOLITION OF DEDUCTION IN RESPECT OF CALLS PAID ON SHARES 


Section 78 (1) (d) of the Commonwealth Income Tax Assessment 
Act permits a deduction of “calls paid by the taxpayer in the year of 
income on shares owned by him in a mining company or syndicate 
carrying on mining operations in Australia for gold, silver, base metals, 
rare minerals or oil, or in any company carrying on afforestation in 
Australia as its principal business.” 

Under the amending Commonwealth Bill it is proposed to abolish this 
concession with respect to calls paid during income year ended June 30, 
1941, and subsequent years. 

In support of its abolition, the Commonwealth Treasurer said in his 
second reading speech : 


“The Bill removes from the Principal Act the deduction for calls to 
mining and afforestation companies. This proposal implements another 
recommendation of 1932-1934 Royal Commission. 

“These calls represent outgoings of a capital nature and, in principle, 
should not be taken into account in determining the income tax liability 
of the shareholder. Calls mainly are paid to gold mining companies 
operating in Australia and New Guinea. The Act already exempts the 
profits of these companies and the dividends paid out of those profits. 
There is in the Government’s view no justification for a further conces- 
sion to shareholders in these companies of the allowance of capital con- 
tributed in the form of calls to companies. So far as other mining com- 
panies are concerned the Income Tax law contains special provisions for 
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the recoupment from income of capital expenditure in plant and develop- 
ment of the mining property, and there is no persuasive argument to 
support the view that investors in this class of company should also 
receive a tax concession in respect of the capital which they contribute 
to the company by way of calls.” 


ASSESSMENT OF TAXPAYER WHERE SPOUSE DERIVES TAXABLE INCOME 


The amending 1941 Bill provides for the insertion of a new section, 
102A, in the Commonwealth Income Tax Assessment Act. 

The proposed new section reads: 

“Where the spouse of a taxpayer (not being a spouse who lives apart 
from the taxpayer in pursuance of a decree, judgment, order or deed of 
separation or in circumstances which, in the opinion of the Commissioner, 
are analogous thereto) derives taxable income, the Commissioner shall 
assess the taxpayer to pay the amount of tax which would be payable by 
the taxpayer if the rate of tax applicable to the taxable income of the 
taxpayer were the rate of tax which would be applicable if there were 
added to that taxable income an amount equal to the taxable income 
derived by the spouse, and the taxpayer shall be liable to pay the amount 
so assessed.” 


In support of the proposed new section, the Commonwealth Treasurer 
said, in his second reading speech: 


“Tt is also proposed in the Bill that the liability of husbands and wives, 
living together, shall be based on the aggregation of their separate 
taxable incomes. This proposal is made for two main reasons— 


firstly, additional revenue will be raised with little extra burden or 
hardship, as the combined incomes are available to meet the 
domestic needs of the parties ; and 

secondly, the avoidance of income tax by inter-spouse transfers of 
income-producing property will be prevented. 


“A provision of this nature is not new to taxation law, as the principle 
has been in operation in the United Kingdom for over twenty years, and 
more recently it has been applied in New Zealand. 

“For Commonwealth purposes, it is considered that the liability to 
income tax of husbands and wives, living together, can best be achieved 
by applying to the separate taxable incomes of each, the rate of tax 
appropriate to the aggregation of those taxable incomes. On this basis 
the allowance of the statutory exemption will eliminate those cases where 
little or no revenue is involved, and each of the parties will continue to 
enjoy those other deductions to which he or she is at present entitled. 

“The general principle is to be commended as one that contributes to 
the equitable distribution of the tax burden as between families where 
the whole of the income is derived by one spouse, as compared with 
families where the income is divided between husband and wife.” 


Examples: 


(1) A husband has a taxable income of £1,500. His wife’s separate 
income is £198. New S. 102A will not apply as, by reason of the 
statutory exemption, the wife’s taxable income is nil. 


(2) A husband has a taxable income of £1,500. His wife’s separate 
income is £298. Both incomes are derived from personal exertion. 
New §S. 102A will apply. The husband’s Commonwealth assessment 
will be: 
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His rate of tax is calculated as follows: 








Taxable income of husband... .. .. .. £1,500 
Taxable income of wife (see below) .. 196 
Joint taxable incomes from personal 
CN ae 86 cd os vores Se tc. 0d SG 
1696 — 400 
Rate of tax = 16 +——————-. in £ = 67°84d. in £. 
25 


Tax on £1,500 at 67:84d. in £ = £424. 


The wife’s Commonwealth assessment will be: 








Assessable income .. .. .. £298 

Statutory Exemption— 

£200 — (£298 — 200) .. 102 

Taxable income ........ £196 

£196 at 67:84d. in £ (combined rate) = £55 8 O 
Proof: 

Husband .. .. £1,500 at 67:'84d. = £424 0 O 

ee ae 4a" 6s 196 a — 55 8 0 

Me sss CS 7 = #479 8 0 











(3) A wife has a taxable income of £4,000. Her husband’s separate 
taxable income is £500. Both incomes are derived from property. 
The wife’s Commonwealth assessment will be: 


Her rate of tax is calculated as follows: 








Taxable income of wife .. .. .. ........ £4,000 
Taxable income of husband .. .. .. .. .... 500 
Joint taxable incomes from property .. .. .. £4,500 








Rate of tax on £4,500 = 155-555d. in £. 
Tax on £4,000 at 155:555d. in £ = £2,592 11 8 


Her husband’s Commonwealth assessment will be: 


£500 at 155:555d. in £ = £324 1 5 

















Proof: 
Wife ...... £4,000 at 155:555d. = £2,592 11 8 
Husband.. .. 500 es = 3244 1 5 
Total...... £4,500 - = £2,916 13 1 
But for proposed new S. 102A the taxes would have been: 
Wife .. .. £4,000 £2,500 0 0 
Husband . 500 218 
£2,552 1 8 


Section 102A will produce .. .. .. .. £36411 5 
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The calculations in the above examples have been made on the assump- 
tion that proposed S. 102A correctly expresses the Government’s inten- 
tion of “applying to the separate taxable incomes of each, the rate of 
tax appropriate to the aggregation of those taxable incomes.” I am not 
certain that the section, as drafted, can be applied to the assessments of 
both the taxpayer and the spouse. For the sake of clarity, I am of 
opinion that the provision should be redrafted along the following 
lines : 

“Where the wife of a taxpayer (not being a wife . . . .) derives tax- 
able income, the Commissioner shall assess the taxpayer to pay the 
amount of tax which would be payable by the taxpayer if the rate of tax 
applicable to the taxable income of the taxpayer were the rate of tax 
which would be applicable if there were added to the taxpayer’s taxable 
income an amount equal to the taxable income derived by the wife, and 
the taxpayer shall be liable to pay the amount so assessed, and the 
Commissioner shall assess the wife of the taxpayer to pay the amount 
of tax which would be payable by the wife of the taxpayer if the rate 
of tax applicable to the taxable income of the wife of the taxpayer were 
the rate of tax which would be applicable if there were added to her 
taxable income an amount equal to the taxable income derived by the 
taxpayer, and the wife of the taxpayer shall be liable to pay the amount 
so assessed.” 

The reference by the Commonwealth Treasurer to the fact that the 
principle of the joint assessment of husband and wife had been in opera- 
tion in the United Kingdom for over 20 years, reminds me that I 
attended the debate in the House of Commons on the 1920 income tax 
bill. A member of the opposition stated that the principle was inequitable 
and conducive to immorality in that two persons living together in an 
unmarried state would pay far less than a married couple, both parties 
enjoying the same incomes. The then Chancellor of the Exchequer, Mr. 
Austin Chamberlain, stood up; doffed his silk hat (as the custom then 
was); hitched up his old school tie, and in frosty voice denounced 
the objection as flippant. Yet, within a few months two concert singers 
employed on different circuits were divorced in Austria, where the in- 
come tax law was the same as in England, as the saving in income tax 
would enable them to spend their rare holidays together in greater 
comfort. 


INCOME DERIVED UP TO DATE OF DEATH 
Proposed Repeal of S. 221 of Commonwealth Act 


Section 221 cf the Commonwealth Income Tax Assessment Act pro- 
vides in effect that, if a deceased person’s estate is liable to Federal Estate 
Duty, income derived by the deceased during the period commencing on 
the first day of the year of income in which he died and ending on the 
date of his death is exempt from Commonwealth income tax. 

Under the Amending Bill now before the Commonwealth Parliament 
it is proposed to repeal S. 221. 

The following is an extract from Mr. Chifley’s second reading 
speech : 

“A provision is contained in the Bill to remove the exemption of 
income derived in the lifetime of a deceased person, from Ist July to 
the date of his death, if the estate is liable to Commonwealth Estate Duty. 

“The argument advanced in favour of the exemption is that the income 
can be presumed to have been included in the net dutiable value of the 
estate, and the exemption therefore prevents double taxation. 
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“This argument overlooks the fact that income will have accrued due 
to a deceased taxpayer up to his death and that it should be taxed as 
income. The fact that it is subject to estate duty as part of the deceased’s 
estate because, in the hands of the trustee it is corpus, does not alter the 
original character of the revenue at the time it accrued as income to the 
benefit of the deceased person. Generally speaking, all corpus is but 
the aggregation of savings of income of the deceased taxpayer or of 
some other person. 

“A further objection to the exemption is that it confers unequal advan- 
tages on the estate persons dependent on the date of death and the 
amount of the income. 

“The withdrawal of the Exemption is a further step in the direction 
of uniformity as the law of none of the States allows the exemption. 
The proposal received the endorsement of the Commonwealth and State 
Ministers in 1935.” 

The above amendment first applies to income derived during income 
year ended June 30, 1941, or substituted accounting period. 


INCOME OF DECEASED RECEIVED AFTER DEATH 


Under the amending Bill of 1941 it is proposed to insert the following 
new section in the Commonwealth Income Tax Assessment Act: 


“101A. Where in the year of income, the trustee of the estate of a 
deceased person receives any amount which would have been assess- 
able income in the hands of the deceased person if it had been received 
by him during his lifetime, that amount shall be included in the 
assessable income of that year of the trust estate.” 


In his second reading speech, the Commonwealth Treasurer pointed 
out that the cases to which the new provision will apply will be prin- 
cipally those of professional men, e.g., doctors, solicitors, etc., as well as 
businesses conducted by individuals for the purpose of effecting sub- 
divisional sales of land on the instalment principle, as well as persons 
engaged in the sale of furniture or motor cars on the hire purchase 
system. In the case of deceased professional men, amounts for services 
rendered prior to death are collected by the trustee and will be taxable 
for Commonwealth purposes. In other businesses, profits contained in 
instalments, received by the trustee in respect of transactions entered 
into prior to death, will now also be made liable to Commonwealth tax. 
The Treasurer went on to say that these receipts are truly of an income 
character, and the Government considered that there was no reason why 
the personal representative of the deceased person should not be taxed 
on those receipts. 

The Acts of New South Wales, S. 128; Queensland, S. 33 (9); 
Western Australia, S. 102; and Tasmania, S. 74 (8) contain provisions 
similar to proposed new S. 101A of the Commonwealth Act. 

The above amendment first applies to income derived during income 
year ended June 30, 1941, or substituted accounting period. 


REBATES IN RESPECT OF BUSINESS INCOMES 
Proposed Abolition of S. 160 


The rebate provided by S. 160 of the Commonwealth Income Tax 
Assessment Act is a special concession of which there is no counterpart 
in any of the State Acts. It applies only to taxable income derived by 
an individual from a business carried on by him either alone or in part- 
nership. The business must be one which, from its nature and character, 
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requires the retention in the business of not less than 15 per cent. of 
the taxable income of each year. Where an individual’s taxable income 
includes income to which S. 160 applies, and the rate of tax payable 
by him on his personal exertion income exceeds the company rate (at 
present 2/-; proposed new rate 3/-) a rebate is allowed of the amount 
arrived at by applying a rate equal to the difference between his personal 
exertion rate and the company rate to 15 per cent. of the income of the 
business so included in his taxable income. Section 160 is extremely 
limited in its application and applies almost exclusively to incomes 
derived from a pastoral business, where natural increase of live stock 
must be retained to replace dead and worthless animals. 

The Amending Bill of 1941 provides for the repeal of S. 160. 

The object of the rebate was to grant to a privileged group of 
individuals a concession of a somewhat similar nature to that formerly 
enjoyed by a private trading company, which escaped additional tax on 
undistributed income to the extent of one-third of its distributable income. 
This concession to private companies was withdrawn last year and, as 
the Commonwealth Treasurer pointed out in his second reading speech 
on the 1941 Amending Bill, no justification now exists for the retention 
of the rebates to individuals. 

The above amendment first applies to income derived during income 
year ended June 30, 1941 or substituted accounting period. 





The Australian Accountant is published on the 15th of each month. Contributions, 
correspondence, etc., intended for publication should reach the Editor not later than 
the 22nd day of the month preceding publication. 

Contributions which are regarded as unsuitable for publication will be returned 
to the sender, but no responsibility can be accepted by the Editor. 

Books and periodicals for review should be sent to the Editor. 

Correspondence must be accompanied, as a guarantee of good faith, by the name 
and address of the writer, not necessarily for publication. 

Inquiries regarding advertisements should be addressed to the Advertising 
Manager. 


Editorial Staff : 


Oc kang: buy ae Se a4 6s a0) $0 ke ea Se ee eee Bee 
440 Lit. Collins St., Melbourne. 


MUS TROT ok cs cs te ce ve 0s 00 ts ee ee 
8 Bond St., Sydney. 


Assistant Editor and Students’ Section .. .. O. R. MAcDONALD, A.1.c.A., 
37 Queen St., Melbourne. 


N.S.W. Representative .. .. .. .. .. «. P. E. WItsnrrr, A..c.a., 


Room 618, Australia House, 
32 Carrington St., Sydney. 


Advertising Manager: 
H. J. C. Boyp, 343 Little Collins St., Melbourne, C.1. ’Phone: MU 3782. 














560 THE AUSTRALIAN ACCOUNTANT NOV. 


requires the retention in the business of not less than 15 per cent. of 
the taxable income of each year. Where an individual’s taxable income 
includes income to which S. 160 applies, and the rate of tax payable 
by him on his personal exertion income exceeds the company rate (at 
present 2/-; proposed new rate 3/-) a rebate is allowed of the amount 
arrived at by applying a rate equal to the difference between his personal 
exertion rate and the company rate to 15 per cent. of the income of the 
business so included in his taxable income. Section 160 is extremely 
limited in its application and applies almost exclusively to incomes 
derived from a pastoral business, where natural increase of live stock 
must be retained to replace dead and worthless animals. 

The Amending Bill of 1941 provides for the repeal of S. 160. 

The object of the rebate was to grant to a privileged group of 
individuals a concession of a somewhat similar nature to that formerly 
enjoyed by a private trading company, which escaped additional tax on 
undistributed income to the extent of one-third of its distributable income. 
This concession to private companies was withdrawn last year and, as 
the Commonwealth Treasurer pointed out in his second reading speech 
on the 1941 Amending Bill, no justification now exists for the retention 
of the rebates to individuals. 

The above amendment first applies to income derived during income 
year ended June 30, 1941 or substituted accounting period. 
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